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SOME REFLECTIONS ON SYNDICALISM’ 
HENRY C. SIMONS 


Students of social science must fear popular approval; evil is with them when all men speak well 
of them. If there is any set of opinions by the advocacy of which a newspaper can increase its sales, 
then the student . . . . is bound to dwell on the limitations and defects and errors, if any, in that set 
of opinions; and never to advocate them unconditionally even in an ad hoc discussion. It is almost 
impossible for a student to be a true patriot and to have the reputation of being one at the same 


time.—ALFRED MARSHALL.? 


UESTIONING the virtues of the or- 
ganized labor movement is like 
attacking religion, monogamy, 
motherhood, or the home. 

Among the modern intelligentsia any 
doubts about collective bargaining ad- 
mit of. explanation only in terms of in- 
sanity, knavery) or subservience to “the 
interests.”’ Discussion of skeptical views 
runs almost entirely in terms of how one 
came by such persuasions, as though they 
were symptoms of disease. One simply 
cannot argue that organization is injuri- 
ous to labor; one is either for labor or 
against it, and the test is one’s attitude 
toward unionism. But let me indicate 


* The manuscript of this article was prepared in 
1941. It was designed, not for publication, but as an 
exercise in formulating privately some persuasions or 
prejudices which kept creeping into discussions of 
other subjects or problems. Later, several friends 
looked at the manuscript. Some of them, though not 
all, questioned the presumption against publication. 
So the matter was referred to the editors. After they 
decided to publish, one insert and a few footnotes 
were added to the original draft. 


* Quoted in A. C. Pigou, Economics in Practice 
(London, 1935), pp. 10-11. 


from the outset that my central interest, 
and the criterion in terms of which I 
wish to argue, is a maximizing of aggre- 
gate labor income and a minimizing of in- 
equality. If unionism were good for labor 
as a whole, that would be the end of the 
issue for me, since the community whose 
welfare concerns us is composed over- 
whelmingly of laborers. 

Our problem here, at bottom, is one 
of broad political philosophy. Advocates 
of trade-unionism are, I think, obligated 
morally and intellectually to present a 
clear picture of the total political-eco- 
nomic system toward which they would 
have us move. For my part, I simply can- 
not conceive of any tolerable or enduring 
order in which there exists widespread 
organization of workers along occupa- 
tional, industrial, functional lines. Senti- 
mentalists view such developments mere- 
ly as a contest between workers who earn 
too little and enterprises which earn too 
much; and, unfortunately, there has been 
enough monopsony in labor markets to 
make this view superficially plausible, 
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though not enough to make it descrip- 
tively important. What we generally fail 


to see is the identity of interest between. 


the whole community and enterprises 
seeking to keep down costs. Where en- 
terprise is competitive—and substantial, 
enduring restraint of competition in 
product markets is rare—enterprisers 
represent the community interest effec- 
tively; indeed, they are merely inter- 
mediaries between consumers of goods 
and sellers of services. Thus we common- 
ly overlook the conflict of interest be- 
tween every large organized group of la- 
borers and the community as a whole. 
What I want to ask is how this conflict 
can be reconciled, how the power of 
strongly organized sellers can be limited 
out of regard for the general welfare. No 
insuperable problem arises so long as or- 
ganization is partial and precarious, so 
long as most unions face substantial non- 
union competition, or so long as they must 
exercise monopoly powers sparingly be- 
cause of organizational insecurity. Weak 
unions have no large monopoly powers. 
But how does a democratic community 
limit the demands and exactions of 
strong, secure organizations? Looking at 
the typographers, the railway brother- 
hoods, and metropolitan building trades, 
among others, one answers simply: “It 
doesn’t!” 

In an economy of intricate division of 
labor, every large organized group is in 
a position at any time to disrupt or to 
stop the whole flow of social income; and 
the system must soon break down if 
groups persist in exercising that power or 
if they must continuously be bribed to 
forgo its disastrous exercise. There is no 
means, save internal competition, to pro- 
tect the whole community against or- 
ganized labor minorities and, indeed, no 
other means to protect the common in- 
terests of organized groups themselves. 


The dilemma here is not peculiar to our 
present economic order; it must appear in 
any kind of system. This minority- 
monopoly problem would be quite as 
serious for a democratic socialism as it is 
for the mixed individualist-collectivist 
system of the present. It is the rock on 
which our present system is most likely 
to crack up; and it is the rock on which 
democratic socialism would be destroyed 
if it could ever come into being at all. 
All the grosser mistakes in economic 
policy, if not most manifestations of 
democratic corruption, arise from focus- 
ing upon the interests of people as pro- 
ducers rather than upon their interests as 
consumers, i.e., from acting on behalf of 
producer minorities rather than on be- 
half of the whole community as sellers of 
services and buyers of products. One gets 
the right answers usually by regarding 
simply the interests of consumers, since 
we are all consumers; and the answers 
reached by this approach are presumably 
the correct ones for laborers as a whole. 
But one doesn’t get elected by approach- 
ing issues in this way! People seldom vote 
in terms of their common interests, 
whether as sellers or as buyers. There is 
no means for protecting the common in- 
terest save in terms of rules of policy; and 
it is only in terms of general rules or prin- 
ciples that democracy, which is govern- 
ment by free, intelligent discussion, can 
function tolerably or endure. Its nemesis 
is racketeering—tariffs, other subsidies, 
and patronage dispensations generally 
and, outside of government, monopoly, 
which in its basic aspect is impairment of 
the state’s monopoly of coercive power. 
Trade-unionism may be attacked as a 
threat to order under any kind of system. 
The case against it is crystal clear if one 
thinks in terms of purer types of systems 
like democratic collectivism. A socialist 
government, faced with numerous func- 
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tional minorities each organized to dis- 
rupt the whole production process unless 
its demands are met, would be exactly 
in the position of recent Chinese govern-) 
ments faced with great bandit armies’ 
continuously collecting ransom from the 
nominal sovereign. It would either de- 
prive such minorities of the power to act 
as units in withholding services or be dis- 
placed by a nondemocratic authority 
which could and would restore monopoly 
of violence. There is no place for collec- 
tive bargaining, or for the right to strike, 
or for effective occupational organiza- 
tion in the socialist state, save in the 
sense that revolution against established 
authority is an undeniable privilege and 
violent chaos always an imminent possi- 
bility; and every intelligent socialist, 
whatever his public utterances, knows as 
much. 


I am arguing, however, not as a social- 
ist, but as an advocate of the elaborate 
mixed system of traditional economic lib- 
eralism. The essence of this practical 
political philosophy is a distrust of all 
concentrations of power. No individual 
may be trusted with much power, no or- 
ganization, and no institution save the 
state itself. The state or sovereign must, 
of course, possess great reserves of pow- 
er, if only to prevent other organizations 
from threatening or usurping its monop- 
oly of violence. But the exercise of power 
inherent in government must be rigidly 
economized. Decentralization of govern- 
ment is essential. Indeed, the proper pur- 
pose of all large-scale organization or 
federation—as should be obvious to 
people facing the problem of world 
order—is that of dispersing power. 

Let me remark in passing that highly 
centralized nationalisms are peculiarly 
inimical to sound political order. Federal- 
ism or informal union of states has every- 


thing to commend it if the central gov- 
ernment confines itself largely to pre- 
serving order and free trade among con- 
stituent states, and to providing a stable, 
common currency. But federal govern- 
ments like our own and the great powers 
abroad have become a great obstacle to 
world order. Originating largely as cus- 
toms unions or agencies for securing 
free trade within their boundaries, they 
were rapidly exploited by minorities to 
provide subsidies via restraints upon ex- 
ternal trade; they have undertaken all 
kinds of internal policies which must be 
abandoned if freer world trade is to be 
achieved; and, finally, they have been 
largely utilized to restrict trade among 
their own constituent states or sections. 
These monsters of nationalism and mer- 
cantilism must be dismantled, both to 
preserve world order and to protect in- 
ternal peace. Their powers to wage war 
and to restrict world trade must be sacri- 
ficed to some supra-national state or 
league of nations. Their other powers and 
functions must be diminished in favor of 
states, provinces, and, in Europe, small 
nations. 

Along these lines we may reconstruct 
a total political system in which organi- 
zation becomes progressively looser and 
functions increasingly narrow and nega- 
tive as one moves from local government 
(counties?) to states, to nations, and to 
supra-national agencies. The good politi- 
cal order is one in which small nations 
and governments on the scale of Ameri- 
can states are protected in their auton- 
omy against neighbors and protected 
against federalisms or unions which ap- 
propriate their powers, take positive gov- 
ernment farther from the people, and 
systematically subordinate common to 
special interests. 

The great sins against world order, by 
way of trade restraint and military ac- 
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tivity, are those of great, not small, na- 
tions. In spite of popular impressions to 
the contrary, the worst breaches of po- 
litical morality, the worst patronage 
corruption, and the most glaring weak- 
ness against organized minorities are 
characteristic of great national or fed- 
eral governments far more than of small- 
er units—and of our federal government, 
with all its “respectability” and “effi- 
ciency,”’ especially. 

Governments can be trusted to exer- 
cise large power, broad functions, and ex- 
tensive control only at levels of small 
units like American states and under the 
limitations imposed by freedom of ex- 
ternal trade. Especially in the higher lev- 
els or larger units of government, action 
must follow broad general rules or prin- 
ciples. Only by adherence to “constitu- 
tional” principles of policy can the com- 
mon interest be protected against minor- 
ities, patronage, and logrolling; and only 
in terms of issues of broad principle can 
government by free, intelligent discus- 
sion (democracy) prevail. Most impor- 
tant here are the presumptions in favor of 
free trade and against dispensations to 
producer minorities. Constitutional prin- 
ciples or accepted norms are also pecul- 
iarly important, and lacking, in fiscal 
(monetary, budgetary) policy. 

Other implications of this older liberal- 
ism may be mentioned briefly. The gov- 
ernment must not tolerate erection of 
great private corporate empires or cartel 
organizations which suppress competi- 
tion and rival in power great govern- 
mental units themselves. (In Germany 


3An essential difference between federal and 
local corruption (aside from orders of magnitude, in 
which state and local bodies are simply out of the 
running) is that the latter generally stinks, while 
the former is generally practiced by seemingly 
honest people and effected in impeccably legal ways. 
The kind 'that stinks has, on balance, much to com- 
mend it relatively to democrats. 


the great cartels, and the great banks 
especially, attained to power which no 
private bodies can enjoy under a sound 
democracy.) It must guard its powers 
jealously both against the combination of 
numerous pressure groups and against 
powerful lobbies like the present federal 
lobby of landowners. (The case of Ger- 
man democracy and the Junker interests 
is again excellently in point.) It must 
hold in check organizations designed for 
raiding the Treasury (witness the history 
of pension legislation and the political 
power of veterans’ organizations). Final- 
ly, and most important for the future, it 
must guard its powers against great 
trade-unions, both as pressure groups in 
government and as monopolists outside. 

The danger here is now most ominous, 
in the very nature of such agencies and 
also because the danger is least well rec- 
ognized and commonly denied entirely. 
In other areas we are, if diffident and 
careless, at least on our guard; nothing is 
likely to happen that cannot be undone 
if we will; but labor monopolies and labor 
“states” may readily become a problem 
which democracy simply cannot solve at 
all. There must be effective limitations 
upon their powers; but I do not see how 
they can be disciplined democratically 
save by internal competition or how that 
discipline can be effected without break- 
ing down organization itself. Here, possi- 
bly, is an awful dilemma: democracy can- 
not live with tight occupational monop- 
olies; and it cannot destroy them, once 
they attain great power, without de- 
stroying itself in the process. If demo- 
cratic governments cannot suppress or- 
ganized extortion and preserve their 
monopoly of violence, they will be super- 
seded by other kinds of government. Or- 
ganized economic warfare is like organ- 
ized banditry and, if allowed to spread, 
must lead to total revolution, which will, 
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on very hard terms, restore some order 
and enable us to maintain some real in- 
come instead of fighting interminably 
over its division among minorities. 

A community which fails to preserve 
the discipline of competition exposes it- 
self to the discipline of absolute author- 
ity. Preserving the former discipline, we 
may govern ourselves and look forward 
to a peaceful world order; without it, we 
must submit to arbitrary authority and 
to hopeless disorder internationally. And, 
let me suggest again, the problem is quite 
as critical for democratic socialism as for 
the decentralized system of orthodox lib- 
eralism. An obvious danger in collectiv- 
ism is that the vast powers of govern- 
ment would be abused in favoritism to 
particular producer groups, organized to 
demand favors as the price of maintain- 
ing peace, and available to support estab- 
lished authorities against political oppo- 
sition. Adherence to competitive, pro- 
ductivity norms is, now or under social- 
ism, a means for avoiding arbitrariness 
and, to my mind, the only feasible means. 

Observance of such norms does not pre- 
clude wholesale redistribution of income 
afterward, if such redistribution pro- 
ceeds even-handedly on the basis of defi- 
nite, broad rules. There is room for much 
socialized consumption, made available 
without price restraints or at prices well 
below cost. The policy requires, for good 
results, both deliberate supplementing of 
earnings at the bottom of the scale (re- 
lief, family allowances, old age assist- 
ance, etc.) and, especially under free en- 
terprise, progressive taxation of the most 
fortunate and their heirs and assigns. 
But the supplementing of public spend- 
ing and the scaling-down by taxation 
must proceed even-handedly among 
functional groups, in terms of objective 
economic (income) circumstances and 
without arbitrary occupational differen- 


tiation. Thus, poor farmers may properly 
be subsidized, like others of similar in- 
come and needs, because they are poor 
but mot because they are farmers; and 
wealthy manufacturers may be taxed 
heavily, not because they are manufac- 
turers of this or that, but because their 
incomes are large. Incidentally, it is one 
merit of our present (past) system that 
inequality is measured closely by income 
and can most easily be modified sys- 
tematically through taxation and spend- 
ing. Inequalities of political power, which 
alternative systems are likely to produce 
in extreme form, are likely to be more ob- 
scure and certainly are not amenable to 
quantitative measurement or to continu- 
ous, systematic correction or mitigation. 


The importance of competitive norms 
and the anomalies of control through vol- 
untary association should be especially 
evident from recent experience. After 
1933 there existed a most unfortunate 
dispersion between rigid, administered 
prices and wage rates and the sensitive, 
competitive prices and wages which de- 
flation had lowered drastically. If, while 
sensitive prices were held up and raised 
by deficit reflation, administered prices 
and wages could have been lowered to 
levels more consistent with them, al- 
most everyone would have gained. But 
no single group, able to hold up its own 
price or wage, could advantage itself by 
reductions unless other such groups acted 
similarly and simultaneously. Even if 
general reductions were in prospect, each 
single group could advantage itself by 
holding back. Competition would have 
forced all such groups to do what it was 
to their common interest, and to the 
community’s interest especially, to have 
done. Failing competitive control, they 
naturally all sat tight, cutting their own 
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throats and all losing absolutely in order 
to preserve their relative position. 


dently have believed that labor organiza- 
tions should have monopoly powers and 


Every organized group of sellers is | be trusted not to use them. Collective 


typically in a position to gain by raising 
price and restricting sales; the popular 
notion that they commonly are more ex- 
ploitative than their own interests would 
dictate (that we need only more enlight- 
ened price and wage policies by organized 
groups) is simply mistaken,‘ for inade- 
quacy of monopoly power usuallv leaves 
them far short of ideal monopoly restric- 
tion. When organization becomes wide- 
spread, however, the common interest in 
increased production may greatly out- 
weigh particular interests in restriction, 
even for those practicing restriction ; but, 
I repeat, the common interest may be im- 
plemented only by competition or by 
authoritarian dictation. There is little 
hope that mass organizations with mo- 
nopoly power will submit to competitive 
prices for their services while they retain 


their organization and power. No oné| 


and no group can be trusted with much 
power; and it is merely silly to complain 
because groups exercise power selfishly. 
The mistake lies simply in permitting 
them to have it. 

Monopoly power must be abused. It} 
has no use save abuse. Some people evi- | 


4Several economist-publicists have recently 
proposed an antimonopoly program based merely 
on adult education and exhortation. Tycoons, it 
seems, need only be made to see the monopoly ad- 
vantages of lower prices and larger volume (i.e., the 
“error” of orthodox marginal analysis). Labor 
leaders need only be taught to regard themselves as 
merchandisers or marketers of labor. On my view, 
everything depends on whether the pupils are monop- 
olists or not. If not, they may usefully be instructed 
in the arts of marketing things competitively. Among 
monopolists, however, economic illiteracy should be 
carefully fostered and conserved. Any larger under- 
standing of how best to exercise or to augment their 
powers would be a national and international 
calamity. And I wholly distrust a scheme for mis- 
leading them (and everyone else) by wholesale dis- 
semination of ingenuous economic fallacies and 
upside-down price theories. 





bargaining, for the Webbs, was evidently 
a scheme whereby labor monopolies were 
to raise wages to competitive levels, 
merely counteracting monopsony among 
buyers, but eschewing further exercise of 
organizational powers. A trade-unionism, 
affecting wages and working rules only 
within such limits, and doing all the 
many other good things that unions can 
do, would be a blessing all around’ No 


5 It has seemed best in this essay simply to recog- 
nize that unions perform many useful functions and 
render many valuable services besides those having 
to do with wage rates, labor costs, restrictive 
practices, and monopoly or bargaining power— 
without attempting to detail or to appraise the 
salutary activities or aspects of activities. This de- 
liberate omission implies no inclination to question 
or to minimize the good things of unionism, but 
merely a disposition to emphasize considerations and 
aspects which are the proper and special business 
of economists as such. To stress those things which 
are especially amenable to quantitative or abstract 
analysis is not to imply that others are unimportant. 

Two other apologies may also be offered. First, 
any passing appraisai of the things here neglected 
would be inadequate and would imply claims to a 
hearing in areas of inquiry where the claims could 
not be sustained. Second, I wish to avoid the cheap 
rhetoric of weaselers who “believe in collective bar- 
gaining but ” This category runs all the way 
from “but really don’t, save as among employers” 
to “but not in the closed shop.” The latter “but” 
calls for comment, To my mind, it almost says that 
strong unions should not be shorn of any power but 
that weak ones should be slowed down in acquiring 
power. The closed shop, like overt violence, is an 
invaluable device for acquiring power and yet, as an 
explicit privilege or contract provision, is of almost 
no importance for the exercise of power once ac- 
quired and strongly held. The notion that Jabor 
monopolies can be frustrated or mitigated merely 
by forbidding the closed shop is, I submit, almost 
wholly ingenuous and mistaken. 

I wish I could honestly and tactfully propose that 
large unions be protected and fostered in their good 
functions and deprived of their socially bad ones 
(monopoly power). Like others, I can wish for this 
solution, but, also like others, I cannot honestly 
propose it, for I have no notion sow it could be done. 
Politicians may go on advocating schemes defined 
merely in terms of everyone’s ends, without any 
reference to means or implementation—and fear- 
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one could seriously question its merits in 
the abstract. But monopsony in the labor 
market is, I think, very unsubstantial or 
transitory; and it is romantic and un- 
reasonable to expect organizations to ex- 
ercise powers only within limits consist- 
ent with the common interest. All bar-] 
gaining power is monopoly power. Such | 
power, once attained, will be used as fully | 
as its conservation permits and also used 
continuously for its own accretion and 
consolidation. The skin disease of monop- 


sony is certainly a poor excuse for stop- | 


ping the peaceful and productive game of 
free enterprise and free exchange in favor 
of the violent contest of organized pro-/ 
ducer-minorities. ~ 

I do not assert that our only monopoly 
problems lie in the labor market. Save for 
the monopolies which government is pro- 
moting in agriculture, however, no others 
seem comparably important for the fu- 
ture. It is shameful to have permitted 
the growth of vast corporate empires, the 
collusive restraint of trade by trade-as- 
sociations, and the gross abuse of patent 
privilege for extortion, exclusion, and 
output restriction. But enterprise mo- 
nopoly is also a skin disease, easy to cor- 
rect when and if we will, and usually 
moderate in its abuses, since its powers 
are necessarily small, and since the dan- 
ger of political reckoning is never very 
remote. Enterprise monopoly, enjoying 
very limited access to violence and fac- 
lessly opposing sin in general. Professors, after a 
prodigious spree, should now eschew such rhetorical 
intoxicants and go back to work. However, it is per- 
haps not merely wishful to suggest that many of the 
good features of unionism could be preserved, and 
monopoly powers perhaps kept within reason, by 
limiting the size of unions and proscribing collusion 
among them. Having said this, one must pause for 
riotous heckling about “company unions” and then 
try calmly to assert that the case against company 
unions is strongest when asserted only against bad 
ones and, like the case against means tests, is not 
impressive when stated categorically or when sup- 
ported only by bad (i.e., historical) evidence. 


ing heavy penalties for unfair methods 
against rivals, is always plagued by com- 
petition, actual and potential, and must 
always operate against a deeply hostile, 
if lethargic, attitude of courts, legisla- 
tures, and the public. In exceptional 
cases it has acquired vast power and sus- 
tained power over long periods. In many 
cases it has transformed salutary price- 
competition into perverse and wasteful 
“competition” in merchandising and ad- 
vertising. But, to repeat, the proper rem- 
edies here are not very difficult techni- 
cally or politically.° 

Labor monopolies are, now or poten 
tially, a different kind of animal. If much) 
violence has been used against them as’ 
they struggled into existence, this should) 
not obscure the fact that, once estab-| 
lished, they enjoy an access to pm 
which is unparalleled in other mono 
olies. If governments have aaa 
flagrant violations of law by employers, 
they are nearly impotent to enforce laws 
against mass minorities even if majority 
opinion permitted it. Thus, unions may 
deal with scabs in ways which make even 
Rockefeller’s early methods seem polite 
and legitimate. They have little to fear 
from chiselers in their own midst; and 
they have now little to fear from Con- 
gress or the courts. 

Patently restrictive practices are now 
commonly deplored and, perhaps be- 
cause unnecessary, seem somewhat on 
the wane. But there have been many 
cases of severe limitations upon entry— 
high initiation fees, excessive periods of 
apprenticeship and restrictions upon 

‘It is difficult to focus attention upon the po- 
tentially greater problem of labor monopoly without 
seeming to underestimate the corresponding and 
complementary problem of enterprise monopoly. 
My best defense against this charge may be found 
elsewhere, e.g., in “Postwar Economic Policy: 
Some Traditional-Liberal Proposals,” American 
Economic Review, Suppl., March, 1943, pp. 431-45- 
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numbers of apprentices, barriers to move- 
ment between related trades, and, of 
course, make-work restrictions, cost-in- 
creasing working rules, and prohibition 
of cost-reducing innovations, notably 
in the building trades—not to mention 
racial and sex discriminations against 
which effective competition in labor mar- 
kets is probably a necessary, if not a 
sufficient, protection. 

It is not commonly recognized, how- 
ever, that control of wage rates is con- 
trol of entry, especially where seniority 
rules are in force and, even failing such 
rules, where qualitative selection is im- 
portant and turnover itself very costly 
to firms. If able to enforce standard 
rates, experienced, established workers 
can insulate themselves from the com- 
petition of new workers merely by mak- 
ing their cost excessive, i.e., by establish- 
ing labor costs and wage-expectations 
which preclude expansion of production 
or employment in their field. New and 
displaced workers typically migrate, not 
to high-wage occupations but to places 
where employment opportunities exist; 
high wages are less attractive if jobs 
cannot be had. Wage control, determin- 
ing a major element in operating cost, 
also determines the rate at which a whole 
industry will expand or, more likely, 
with strong organization, the rate of con- 
traction. 


Frankly, I can see no reason why 
strongly organized workers, in an indus- 
try where huge investment is already 
sunk in highly durable assets, should ever 
permit a return on investment sufficient 
to attract new capital or even to induce 
full maintenance of existing capital. If 
I were running a union and were manag- 
ing it faithfully in the interest of the ma- 
jority of its numbers, I should consistent- 
ly demand wage rates which offered to 


existing firms no real net earnings but 
only the chance of getting back part of 
their sunk investment at the cost of the 
replacement outlays necessary to provide 
employment for most of my constituents 
during their own lifetimes as workers. In 
other words, I should plan gradually to 
exterminate the industry by excessive la- 
bor costs, taking care only to prevent em- 
ployment from contracting more rapidly 
than my original constituents disap- 
peared by death and voluntary retire- 
ment. 

If I were operating, as labor leader, 
without the valuable hostages of large 
sunk investment, I should be obliged to 
behave more moderately. But I should 
still seek, controlling prices via labor 
costs, to restrict production as rapidly as 
consistent with decline of my member- 
ship by death and retirement and, while 
permitting some return to investors, 
should try always to induce only as much 
employment and production as my orig- 
inal constituents could take care of with- 
out new members. If investors disliked 
my high wages, they would like the high 
prices which I could assure them by ex- 
cluding lower-wage competitors. In both 
cases I should, of course, not serve my 
constituents well toward the end unless 
I utilized the opportunity of permitting 
some newcomers, by payment of heavy 
tribute, to enter, to acquire skill and ex- 
perience, and to become established with 
my older cronies; for the initiation fees 
would contribute handsomely to our re- 
tirement annuities. 

The situation is more complicated, of 
course, where unions do permit and facili- | 
tate entry, i.e., where work is shared 
equally between newcomers and others. | 
Here the advantages of high wages ane | 
dissipated by the sharing of unemploy- | 
ment; and annual wages may even drop/ 
below a competitive level, if workers val- 
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ue leisure highly or are usually able to 
find other remunerative work during 
their periods of layoff. The outcome re- 
sembles that of the pure cartel among 
enterprises, where price is fixed by vol- 
untary agreement, output divided by 
quotas, and newcomers admitted freely 
and granted quotas on the same basis 
old firms. No one gains, and everybody 
as consumer loses. There is great social 
wastage of resources, of labor in one case, 
of investment in the other; and the two 
wastes are likely to occur together, as in 
coal-mining. 

But free entry and division of work 
are not likely to characterize unionism of 
the future and have rarely prevailed in 
the past. Employees increasingly seek 
seniority rights; employers prefer to ex- 
ercise- qualitative selection; and the de- 
mands from both sides are roughly con- 
sistent, especially in large established 
firms where workers are carefully selected 
in the first place and experience is impor- 
tant. Some conflict arises, fortunately, 
between the rank and file, who want the 
highest possible wage rates, and labor 
leaders, whose power and influence, in 
government and in labor circles, depends 
on the number of their constituents; but 
this conflict will usually be reconciled in 
favor of the interests of the rank and file 
or avoided via organizational imperial- 
ism (jurisdictional conquests). Senti- 
mentalists will urge that strong unions 
should moderate wage demands, recog- 
nizing an obligation to permit entry of 
young workers and workers displaced in 
decadent industries; but I should not ex- 
pect them to behave so or blame them 
| for using power, if they have it, in their 
| own interest; and I see no way to avoid 
| severely restrictive policies save by de- 
priving them of control over wages, i.e., 
of bargaining power. 


Personnel experts tell us that qualita- 
tive dispersion in labor markets is enor- 
mous; that among workers regarded as 
belonging to the same class, i.e., apart 
from the up-grading that accompanies 
large increases of employment, the best 
workers are worth several times as much 
to a firm as are the poorer ones. In any 
case, it is instructive to consider an anal- 
ogy in agricultural policy to the device 
of the standard rate in unionized indus- 
try. 

It is a familiar axiom that the exist- 
ence of poorer grades of land serves to 
keep down rents on the better grades. 
The poorer grades, adding to output, 
keep down product prices and thus di- 
minish productivity and rents of other 
land. Suppose now that wheat producers, 
protected by prohibitive tariffs, should 
organize and prohibit, by night riding or 
by securing appropriate legislation, the 
use for wheat-raising of any land whose 
net annual rental value is less than $10 
per acre. (Thus renters could not use 
land for wheat unless they paid at least 
$10 per acre; and owners could so use 
their own land only if annual net returns 
averaged above $10 per acre.) The effects 
of such a measure would be fairly com- 
plex, since some land excluded at the 
start would become eligible for use after 
output fell and price rose; but its virtues 
for owners of the best land, and its grave 
diseconomies for the community, are ob- 
vious enough. No one (outside the De- 
partment of Agriculture) would purport 
to defend such a policy or suggest that 
it would be less objectionable if extended 
to cover all forms of agriculture. In prin- 
ciple, however, there is little to distin- 
guish it from the standard wage in in- 
dustry. 

The argument need not be extended to 
support extensive differentiation among 
employees within establishments. It is 
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the proper business of personnel officers 
to classify employees by tasks and to 
standardize rates within categories, with 
perhaps some regard for length of serv- 
ice. Differentiation among individuals is 
to be avoided, in the interest of both 
workers and management.’ A less strong 
case can be made for considerable stand- 
ardization of rates within cities or local- 
ities. The issue becomes critical when 
standardization is enforced over wide 
areas, between small and large cities, 
and among regions in a vast economy. 

The case for differentiation according 
to differences in living costs is commonly 
conceded in principle and need not de- 
tain us here. Trade-unionists will deplore 
any such concession as a confession of 
weakness or as impractical and, since it 
is clearly contrary to the interests of 
established workers and established cen- 
ters in most cases, may be expected to 
prevent it if they have the power to do 
so. Moreover, the principle is much less 
simple and definite than it seems to most 
people, for even rough estimate of the 
relative value of money as between dis- 
tant places is nearly impossible. 

Even with such differentiation, how- 
ever, the argument for standardization 
of wage rates between communities 
comes near to denying all advantages of 
interregional trade and is fundamentally 
on a level with the preposterous Repub- 
lican (and Democratic!) principles of 
tariff policy. If standard wage rates are 
desirable, then tariffs should everywhere 
be adjusted to offset all differences in la- 
bor cost between domestic and foreign 


7 One finds here a source of both economies and 
diseconomies in large as against small firms. The 
former can afford more elaborate methods of select- 
ing and grading, while the latter can tolerate wider 
quality dispersion and more differentiation in re- 
muneration. Smallness has much to commend it 
socially, since it promises better utilization of ex- 
ceptionally good workers and employment rather 
than unemployment for substandard workers. 


producers. This differs slightly from the 
Republican principle of equalizing all 
costs, but not enough to merit separate 
attention. If fully applied in tariff policy, 
it would practically prohibit all trade and 
all territorial specialization. One differ- 
ence here may, however, be noted. If a 
domestic industry and its workers are 
protected by duties which compensate for 
wage differences, say, in Argentina, Ar- 
gentinean workers are excluded from an 
American product market. If American 
workers can enforce their wage rates on 
Argentinean and other producers, they 
get both the American and the Argentine- 
an markets—if they are superior workers 
and/or if they have access here to better 
and more abundant capital and manage- 
ment. If northern enterprises and work- 
ers can enforce northern wages in particu- 
lar southern industries, they can largely 
exclude southern enterprises and workers 
from both northern and southern mar- 
kets. 

Southern workers may be intrigued by 
the wage-expectations held out by organ- 
izers from northern unions and by the 
Fair Labor Standards Act. They may in 
a few cases get such wages; but if they 
get much employment at such wages it 
will be only in spite of the intentions of 
the northern unions and the Massachu- 
setts senators. Again, it is simply con- 
trary to the interests of northern workers 
to permit competitive expansion of 
southern industry in their respective 
fields; and prevent it they will if the 
power is theirs. 

The great American problem of pov- 
erty and underprivilege concerns south- 
ern labor. Climate, culture, poverty, and 
scarcity of complementary resources 
(especially capital) account for chroni- 
cally low productivity. A bad situation 
has been profeundly worsened by world 
changes which have narrowed the market 
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for our great export staple. This, in turn, 
gave rise to governmental intervention 
on behalf of landowners—to a modern 
counterpart of the enclosure movement, 
which further diminished agricultural 
output and accelerated displacement of 
labor where alternative employment op- 
portunities were inadequate even for 
slower adjustment. 

Two growing southern industries— 
textiles and coal—offered escape from 
the hills in many areas; but both develop- 
ments were alarming to northern workers 
and employers, who, using the slogans of 
sentimentalist reformers, obtained legis- 
lation which protected them against the 
South as tariff subsidies had earlier pro- 
tected them against foreigners. The Fair 
Labor Standards Act was designed, and 
will serve primarily, to retard migration 
of textile production and textile capital 
into southern states. The Guffey-Vinson 
Act was intended to sustain a cartelized 
and unionized northern industry, which 
the competition of southern coal would 
have disrupted considerably, if only to 
the extent of restoring an approximation 
of competitive norms in its prices and 
wages. 

It is significant that the first measure 
obtained nearly all the votes which 
would have supported higher duties on 
textiles and that early drafts of the Guf- 
fey bills were prepared by northern oper- 
ators and indorsed without modification 
by labor leaders. Both measures will be- 
come obsolete and unnecessary, how- 
ever, if and as northern unions are able to 
eliminate or to minimize wage differen- 
tials in the areas which concern them. 
The results will seem good to southerp 
workers who remain employed in th 
particular occupations; they will be ex- 
cellent from the standpoint of particular 
groups of northern manufacturers and 
laborers; but they will be very bad for 





uthern labor generally and for our 
conomy as a whole. 

Mitigation and gradual solution of 
our major poverty problem depend main- 
ly on industrialization of the South. Mi- 
gration northward will help; but migra- 
tion at best is a slow and painful solution 
and, because of high wages and high 
quality standards in northern industry, 
is especially unpromising in this case. 
The better solution is that of moving 
capital and industry to the South. But 
this movement cannot proceed satisfac- 
torily without the attraction of low labor 
cost. Southern labor, on the whole, sim- 
ply isn’t worth much, to enterprisers or 
to the community. Rapid industrializa- 
tion means converting to industrial em- 
ployment a population which is simply 
not habituated to such employment and 
not readily amenable to the discipline of 
factory work. New enterprise must large- 
ly train its workers as it goes along, being 
satisfied with poor performance until it 
has educated an! habituated the popu- 
lation to a new mode of life. Public edu- 
cation can help. In the main, however, 
we must face the necessity of giving to 
people, schooled only in primitive, sub- 
sistence agriculture, long experience with 
highly specialized, mechanical produc- 
tion which is alien to their culture. If 
complementary resources can be pro- 
vided (plant and equipment) in reason- 
able proportion to labor, and if labor can 
acquire the appropriate skills and the 
cultural adaptation for factory produc- 
tion, labor standards may ultimately ap- 
proach and rival those of the North. Dur- 
ing the transition, however, while labor 
quality remains low and while capital re- 
sources remain scarce relative to labor, 
high wages in those few industries with 
large growth potentials are a tragic mis- 
take. 

There are few industries available to 
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afford this preliminary training and in- 
dustrial education in the South. They 
offer the only promising escape from the 
back-country. Their development must 
impinge adversely on particular northern 
industries, while advantaging everyone 
as consumer; but the necessary displace- 
ment of workers between industries in the 
North is a small price to pay for displace- 
ment inio industry in the South. North- 
ern workers, having acquired basic adap- 
tation to industrial employment, need 
pay no heavy price in relinquishing par- 
ticular employments in favor of southern 
labor. A wide range of alternative indus- 
tries and occupations are available to the 
higher-quality labor of the North. Those 
who possess greatest occupational mo- 
bility, flexibility, and adaptability must 
to some extent sacrifice the particular 
employments which are most readily 
available to those for whom southern 
agriculture has ceased to afford mean 
subsistence. We may have high wages in 
industries which compete with strong 
northern groups; or we may have a stead- 


ily rising level of income and living stand- ' 


ards in the whole South. The choice is 
about that simple. 

I am here arguing merely the classical 
case for free trade, free markets, and free 
occupational migration. The argument is 
equally sound whether invoked against 
external or internal barriers, against gov- 
ernmental restrictions on trade, or 
against those imposed by private monop- 
olies. If its application is more obvious 
when one considers problems of our 
South, the same argument may be in- 
voked as regards our whole economy or 
as regards the special interests of the 
North itself. The public interest demands 
free exchange and free movement of 
workers among occupations. Above all, 
it demands the easiest possible access by 
workers in low-wage occupations to high- 


iy productive and unusually remunera- 
tive employment. Unionism implies abil- 
ity of established workers in high-wage 
areas and occupations to insulate them- 
selves from competition, excluding inex- 
perienced new workers and qualitatively 
inferior labor from their markets. It en- 
ables an aristocracy of labor to build 
fences around their occupations, restrict- 
ing entry, raising arbitrarily the costs 
and prices of their products, and lowering 
the wages and incomes of those outside, 
and of the poor especially. 


In passing, let me propose, as some- 
thing better than half-truth, the gen- 
eralization that, by and large, employers 
get the kind of labor they pay for.* High- 
est enterprise earnings usually go with 
highest wage rates; and so-called mar- - 
ginal firms commonly pay both their 
workers and their owners rather poorly. 


8 This persuasion will explain my diffidence about 
problems of labor monopsony, i.e., about the one or 
only argument from pure economic theory which 
condones labor monopolies. There are, I believe, no 
important cases in fact where employers face, and 
act in terms of, wide discrepancy between average 
cost (wage) and marginal cost of labor. In any 
event, such phenomena are short-run and short- 
lived; and the remedies proposed (save those sug- 
gested below, n. 11, p. 15) are worse than the 
affliction. Moreover, the usual rational analysis in 
terms of short-run marginal costs of monopsonists, 
like corresponding analysis in terms of marginal 
revenues under monopolistic competition, is funda- 
mentally irrational; no sane enterpriser would ever 
behave in accordance with the Robinson-Chamber- 
lin prescriptions for maximizing profits—and, on 
their own premises, would lose his shirt if he did. 

Incidentally, I am wholly intolerant of the 
apology usually made, for labor monopolies and for 
almost every particular racket, that “everyone is 
doing it.” A prominent educator is alleged recently 
to have said, also by way of apology: “There is no 
public interest any more; there are only interests.” 
If such statements are true, moral, or realistic, we 
should all make careers in the army and assert that 
military dictatorship is the only feasible foreign 
policy and the only means to internal peace or 
prosperity! Another implication is that nothing 
should be done about anything until everything has 
been done about everything else. 
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Some people deduce from these facts the 
conclusion that wage increases, whether 
enforced by legislation or by unions, will | 
be relatively costless, forcing economies 
in management and improvement in 
methods. This argument, unfortunately, | 
can also be employed to demonstrate! 
that excises are the best device of taxa-| 
tion, since, as some classical writers 
argued incautiously, they tend to be ab 
sorbed by inducing more economical | 
methods of production! But the phenom- | 
enon in the labor market is not hard to} 
explain on other grounds. A 
As between firms and even between 
industries, large differences in wage 
rates may persist without corresponding 
differences in costs. A single firm, offering 
higher wages than its competitors, may 
get better morale and co-operation which 
are well worth the cost; and surely it will 
be able to enlist and maintain a qualita- 
tively superior labor force. A whole in- 
dustry may accomplish the same thing, 
competing for labor with other indus- 
tries. Depending upon prevailing rates of 
pay, one industry may get high-quality 
labor in all firms; another, very mediocre 
workers. Thus, wage concessions to or- 
ganized groups may at the outset cost 
nothing at all, to a firm as against other 
firms or to an industry as against other 
industries. All that happens is that quali- 
ty standards are raised and inferior work- 
ers more rigidly excluded.* But down- 
grading cannot go on forever; the trick 
works only if it is confined to a few cases; 
we should guard here against fallacies of 
composition. The automobile industry 
may employ only the best human mate- 
rial, leaving other industries to absorb 
lower grades. But beyond narrow limits 
wage increases will not permit corre- 


* There is, I presume, little question that strong 
unions do commonly deliver really high-quality 
labor. 


sponding improvement in quality, even 
for a single firm. When all industry or 
many industries try the trick, poorer la- 
bor is simply frozen out and driven into 
unemployment or into much less remu- 
nerative and less socially productive em- 
ployment where standards are less se- 
vere. In the old days the steel industry, 
the garment industry, and coal-mining, 
with all their abuses, did absorb and 
train a great mass of low-grade immi- 
grant labor. What industries will do this 
job for us in the future? Where, to repeat, 
is our surplus agricultural labor going to 
be absorbed? Surely not in steel, which 
has now little place for anything but the 
best. 

Consider also the untoward effects of 
standard rates on new and venturesome 
enterprise. The most vital competition 


commonly arises from firms content to \ or 


experiment with new locations and rela- \ 
tively untrained labor. Such enterprises, 


must offer workers better terms than? 
they have received in alternative previ- 
ous employment but cannot offer the 
wages paid to highly specialized, selected 
workers in established centers. If com- 
pelled to offer such terms, they will not 
arise. Yet it is obviously one of the finest 
services of new and venturesome enter- 
prise to find better uses for existing labor 
and to employ more productively than | 


theretofore labor resources which need > 


not be confined to activities of low value. 
Indeed, every new firm must do-this in 


large measure. Old established firms have -~ 


skimmed off the cream of the labor sup- 
ply and have trained their workers to a 
substantial superiority over the inexperi- 
enced. If potential competitors must pay 
the same wages as old firms, the estab- 
lished enterprises will be nearly immune 
to new competition, just as high-grade 
workers are immune to the competition 
of poorer grades. Here again one sees an 


4 
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alarming identity of interest between or- 
ganized workers and employers and a ris- 
ing barrier to entry of new firms, as well 
as to entry of new workers.*® 

Let me now propose some generaliza- 
tions about wages and ideal wage policy, 
whether for a democratic capitalism or 
for a democratic socialism. To avoid the 
confusion and sophistry of “purchasing- 
power” arguments, we may simply ab- 
stract from monetary disturbances and 
deflations, supposing that the govern- 


ment successfully maintains a sound and | 


highly stable currency, i.e., a stable value 
of money or price index. This means 
that we shall be largely concerned here 
with principles of relative wages, since 
changes in average wages at relatively 
full employment imply changes in the 
general level of commodity prices, wages 
being the predominant element in costs. 

The proper wage in any area or occu- 
pational category is the lowest wage 
which will bring forth an adequate sup- 
ply of labor in competition with other 
employment opportunities. ‘Adequate 
supply” is ambiguous as it stands but 
will usually be interpreted correctly if 
not defined. It may, of course, be defined 
as the supply necessary to equate the 
productivity of transferable labor as be- 
tween the industry or occupation in ques- 
tion and other alternative employments. 
In other words, it is the wage which will 
permit the maximum transfer of workers 
from less attractive, less remunerative, 
less productive employments. Broadly, 
for factory employment in general, it is 
the wage or wage level which will con- 
demn the minimum number of workers to 
casual labor and to subsistence agricul- 
ture. We imply that any wage is exces- 
sive if more qua'ified workers are obtain- 


+e Given genuine solicitude about small businesses 
(and mainly misguided proposals for financing them), 
repeal of the Walsh-Healy Act merits consideration. 


able at that wage than are employed— 
provided only that the industry is reason- 
ably competitive as among firms. Reduc- 
tion of rates would permit workers to en- 
ter who otherwise would be compelled to 
accept employment less attractive to 
them and less productive for the com- 
munity or to accept involuntary unem- 
ployment. This amounts to saying that 
any relative wage may be presumed to 
be too high if it requires the support of 
force (organization) or law. 

The basic principle here is freedom of 
entry—freedom of migration, between lo- 
calities, between industries, between oc- 
cupational categories. If such freedom is 
to exist—and it is limited inevitably by 
costs and by defects of training and ex- 
perience—wages must fall to accommo- 
date new workers in any area to which 
many qualified persons wish to move. 
Freedom of migration implies freedom of 
qualified workers, not merely to seek jobs 
but to get them; free entry implies full 
employment for all qualified persons who 
wish to enter. Whether the wage permits 
an adequate family scale of living, ac- 
cording to social service workers, is sim- 
ply irrelevant—as, indeed, are the net 
earnings of employers. What really mat- 
ters is the judgment of workers, who 
would be excluded by an excessive wage, 
as to the relative merits of the employ- 
ment in question and of employment in 
the less attractive alternatives actually 
open to them. Other things equal, the 
wage is too high if higher than the wage 
in actually alternative employments. 
Ethically, one cannot go beyond the 
opinion of qualified workers seeking to 
transfer. If in large numbers they prefer 
employment here to the alternatives and 
cannot get it, the wage is excessive. A 
case may be made for supplementing, by 
governmental expenditure, the family in- 
comes of workers of low productivity, 
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but not for keeping them idle or for con- 
fining them to less productive as against 
more productive employment” 

Now freedom of entry is peculiarly 
essential in the case of unusually remu- 
nerative employments, if one believes in 
greater equality of opportunity. Only by 
permitting the freest movement upward 
through wage categories can we mini- 
mize economic inequality and maximize 
incomes at the bottom of the scale. But 
it is exactly the high-wage industries 
which invite and facilitate organization; 
and it is the favorably situated who have 
most to gain by exclusion, restriction, 
and monopolistic practices. At best, no} 
labor organization is likely to be more un- 
selfish or to make less use of its powers 
than the American Medical Association; 
and, considering its loose organization 





and small powet, the comparison is sure- ) 


ly alarming. 

Organization is a device by which 
privilege may be entrenched and con- 
solidated. It is a device by which the 
strong may raise themselves higher b 
pressing down the weak. Unionism 
barring entry into the most attractive 
employments, makes high wages higher 
and low wages lower. Universally ap- 
plied, it gets nowhere save to create dis- 
order. Surely we cannot all get rich by 
restricting production. Monopoly works 
when everyone does.not try it or when 
few have effective power. Universally ap- 
plied, it is like universal uniform sub- 
sidy paid out of universal, uniform taxa- 
tion, save that the latter is merely ridicu- 

™ Perhaps the best investment by government 
in better labor standards is improvement of labor 
exchanges and public employment agencies, facili- 
tation of labor mobility and migration, and system- 
atic informing of enterprisers about areas of labor 
redundancy, actual and prospective. Labor markets 
can and should be made more competitive as among 
firms, industries, and localities and more flexible, as 
well as less monopolistic, on the“supply side. All 
this is proper and urgent public business. 
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lous while the former is also incompatible 
with economy of resources and even with 
order. But the dictator will be installed 
long before monopoly or functionzl or- 
ganization becomes universal. Must we 
leave it to the man on horseback, or to 
popes of the future, to restore freedom of 
opportunity and freedom of occupational 
movement? 

Unionism is only incidentally a means 
for raising labor incomes at the expense 
of profits or property income. Profits are 
usually a small moiety, sometimes posi- 
tive and often negative; and all property 
income is a margin whose reduction by 
particular wage increases reacts prompt- 
ly and markedly upon employment, pro- 
duction, and product price. Increased la- 
bor cost in particular areas has its im- 
pact upon earnings; but, as with excise | 
taxes, the burden or incidence quickly 
transfers to the buyer of products, if not 
to sellers of services, via output changes. 

Labor demands may be rationalized 
and popularized as demands for a larger 
share of earnings—as part of a contest 
over the shares of labor and capital in 
particular outputs. But enterprises re- 
main essentially intermediaries between 
sellers of services and buyers of product. 
The semblance of struggle between,labor | 
and capital conceals the substantial con- 
flict between a labor monopoly and the | 
community; between organized workers 
and consumers; and especially between | 
established workers in more remunera- | 
tive occupations and workers elsewhere. | 
The masses of the unorganized and unor- 
ganizable lose as consumers; they lose by 
being denied access to higher-wage areas; 
and they lose by an artificial abundance 
of labor in the markets where they must 
sell, i.e., by being forced to compete with 
workers who should have been drawn off 
into the higher-wage occupations. And 
let no one infer that their problem would 
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/ be solved if they too were organized. The 
monopoly racket, like that of tariffs and 
subsidies, works only so long as it is ex- 
| ceptional—works only to advantage 
minorities relatively, with over-all dis- 
economy and loss.” 


Let me now explain an earlier dictum 
that proper wages are a matter of alter- 
native employment opportunities and 
not of enterprise earnings or profits. In 
wage negotiations and arbitration the 
level of business earnings is usually given 
much stress—by management if they are 
low and by unions if they are high. The 
implication is that the proper correction 
for large earnings, if not for losses, is 
wage increase. This plausible notion, 
however, does not bear much examina- 
tion. 

In a world of continuous innovation, 
change in relative costs, and change in 
consumer tastes, new industries appear 
and old ones vanish; and among enduring 
industries some are always rising and 
others declining in the economy. When 
one industry enjoys an unexpected or in- 
adequately anticipated improvement of 
demand conditions or production meth- 
ods, earnings will rise markedly; and, 
with strong labor organization, this will 


'2 One may recognize the possibility that, with 
wide or universal organization of workers, federations 
of unions might enforce some moderation of wage de- 
mands and of exclusive, restrictive practices among 
the labor aristocracies. Such internal discipline 
among and between unions is a real contingency in 
small, homogeneous nations like Sweden (especially 
if complemented by a strong free-trade tradition). 
In a vast nation or a culturally heterogeneous popu- 
lation, the possibility may be dismissed as utterly 
unsubstantial. Moreover, the development of such 
effective “regulation” would involve radical con- 
stitutional change in the political system, i.e., re- 
duction of the Congress or national legislature to a 
status not unlike that of the British crown. 

It is interesting to note that Swedish co-oper- 
atives have at times discharged functions of our Anti- 
Trust Division—which is not a decisive reason for 


abolishing that agency here! 


mean larger wage demands. But should 
the industry meet such demands and 
share its earnings more largely with its 
existing employes? 

Such adjustment, at least temporarily, 
is to be commended so far as it would oc- 
cur in a free-market system. Employers 
would naturally seek to expand their 
outputs by drawing workers from com- 
petitors and by drawing them from other 
industries. However, if workers are not 
highly specialized—as they are not in the 
longer view—the relative incrzase here 
would be temporary, serving to attract 
young workers and to induce transfer 
where costs and sacrifices were moderate; 
and the long-term effect would be, not 
increase in relative wages but increase in 
the quantity and proportion of various 
kinds of labor in this as against other in- 
dustries using similar kinds. 

Where labor resources are not much 
specialized, the proper correction for in- 
ordinate rates of return on investment is 
not higher wages but larger investment, 
larger employment, larger output, and 
lower relative product prices. If the large 
earnings reflect monopoly restraint upon 
output by enterprises, as they occasion- 
ally will, measures should be taken to ex- 
tirpate such restraint; monopoly in the 
labor market will only aggravate and 
consolidate restriction. Temporary in- 
creases in relative wages are justified if 
necessary to attract additional supplies 
of labor from other industries. If attained 
by collusive, collective action of workers 
where supply is adequate or redundant, 
increases will serve, not to facilitate ex- 
pansion of output, but to prevent it. 

With strong organization, increased 
earnings will always be accompanied by 


demands for higher wages. If the earn-/ 


ings increase is general, and if there i 
little unemployment, the wage increase: 
will be economically necessary an desir} 
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able. Gradual secular increase is to be 
expected in a progressive economy. But 
note the awful effects of adjusting rela- 
live wages continuously to relative earn- 
ings. Even in a vigorous and healthy sys- 
tem, some industries and employments 
will always be contracting, relatively and 
absolutely. Given free markets, the slack 
will readily be taken up by industries 
where demand conditions are improving. 
Expanding industries will absorb the la- 
bor released by those which contract— 
but only if the opportunities for expan- 
sion are not blocked by arbitrary in- 
creases of costs, i.e., if the stimulus of 
relatively high business earnings reacts 
mainly upon employment rather than 
upon wage rates. 

With strong organization, established 
workers in expansible employments are 
in a position to prevent expansion and 
must do so to capture for themselves the 
full advantage of favorable changes af- 
fecting their industry or product market. 
Ethically, they should share their gains 
with the community as consumers and 
with outside workers for whom expan- 
sion of output would permit transfer 
from less remunerative employment. 
But no group will practice such sharing 
if it has power to prevent it. 


The situation here is especially alarm- 
ing when one considers it from the view- 
point of enterprises or investors. In a 
free-market world, every commitment of 
capital is made in the face of enormous 
uncertainties. One may lose heavily or 
gain vastly, depending on unpredictable 
(uninsurable) contingencies. For reason- 
ably intelligent investors, however, the 
gamble, with free markets, is a fairly 
even one, with chances of gain balancing 
roughly the risxs of loss—relative to a 
conservative commitment, say, in gov- 
ernment bonds. The willingnéss to take 


chances, to venture with one’s property, 
especially in new and novel enterprises, 
of course, is the very basis of our whole 
economic and political system. It is now 
gravely jeopardized by developments 
which tend ominously to diminish the 
chances of gain relative to thé chances of 
loss. 

Much has been made of our taxes as 
factors inhibiting enterprise; bu‘ their 
effects on this score are, I think, grossly 
exaggerated and, in any case, concern 
mainly structural faults in our levies 
which are, in the main, quite as inimical 
to equitable progression as they are 
prejudicial against enterprise. We can, 
by proper reforms, mitigate the bias of 
taxes against venturesome investment, 
while strengthening the progressive prin- 
ciple and applying it more fully. But the 
bias against new investment inherent in 
labor organization is important and can- 
not be removed by changes in matters of 
detail. Investors now face nearly all the 
disagreeable uncertainties of investors in 
a free-market world plus the prospect 
that labor organizations will appropriate 
most or all of the earnings which would 
otherwise accrue if favorable contin- 
gencies materialized. Indeed, every new, 
long-term commitment of capital is now 
a matter of giving hostages to organized 
sellers of complementary services. Enter- 
prisers must face all the old risks of in- 
vesting in the wrong places—risks of de- 
mand changes, of technical obsolescence 
in plant facilities, and of guessing badly 
only because too many others guessed 
the same way. Besides, they must risk 
being unable to recover the productivity 
which their assets would have if there 
were free-market access to complemen- 
tary factors. The prospect for losses is as 
good as ever; the prospect of profits is, in 
the main, profoundly impaired. 

If we are to preserve modern indus- 
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trial production without totalitarian con- 


trol, we must solve the prcblem of pri- - 


vate investment. There is now much pro- 
foundly foolish talk of economic maturi- 
ty and of technically deficient outlets for 
new investment. Such talk is plausible 
for those who would evade hard problems 
and unpalatable facts; and it is more 
than welcome to those who pray for revo- 
lution here. It invites defeatism among 
those who cherish democracy; and it 
counsels policies which eat away the 
foundations of democracy in our econom- 
ic way of life. But the phenomenal de- 
ficiency of private investment in recent 
years requires for explanation no re- 
course to factually unsupported (and, I 
believe, grossly false) conjectures about 
“real” investment opportunities. I be- 
lieve that investment opportunities were 
never so large as now; that our highest 
thrift would not for generations permit 
enough investment to lower interest 
rates substantially, if owners of new capi- 
tal assets could be assured of free-market 
access to labor and other complementary 
factors (mainly indirect labor). But the 
prospect of such access has diminished 
everywhere. Every new enterprise and 
every new investment must now pay 
heavy tribute to labor (and other monop- 
olies) in acquiring its plant and equip- 
ment; and it faces the prospect of in- 
creasing extortion in its efforts to utilize 
facilities after they are constructed. (La- 
bor monopolies are highly concentrated 
in construction and in capital-goods in- 
dustries generally; they are also peculiar- 
ly characteristic of the more capital-in- 
tensive industries). 

I am not concerned here with corrup- 


\ tion and dishonesty among labor leaders, 


or with their salaries, although much can 
and should be said on that score. The 
whole scheme of monopolizing labor mar- 
kets obviously invites abuses of bribery 
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and extortion, and use of power by lead- 
ers for both political and pecuniary ad- 
vantage to themselves. But, for purposes 
of argument here, I am willing to ignore 
personal corruption and private extor- 
tion, i.e., Iam willing to suppose that un- 
ions are always managed scrupulously 
and faithfully in the interest of the over- 
whelming majority of their established 
members en I say that investors and 
enterprisers face an alarming prospect of 
extortion at the hands of organized sell- 
ers of labor, I refer merely to the pros- 
pect that bargaining or monopoly powers 
inherent in organization will be exercised 
fully, in a manner now recognized and 
sanctioned as proper and legitimate. 
There is every prospect that opportuni- 
ties for collective, collusive, monopolistic 
action in particular labor markets will 
increase indefinitely wherever organiza- 
tion is possible. This prospect alone suf- 
fices to explain the ominous decline of 
private investment and the virtual dis- 
appearance of venturesome new enter- 


et 
Inthe name of equalizing bargaining 
power we have sanctioned and promoted 
the proliferation of militant labor monop- 
olies whose proper, natural function is 
exploitation of consumers} The ultimate 
urden of their exactions will not fall 
mainly upon industrial investors or en- 
terprises; but enterprises, as intermedi- 
aries, will bear the impact of new exac- 
tions and may expect to see earnings 
continuously pressed down to such ex- 
tent that average expectations are utter- 
ly discouraging. For industrial investo 
the result is much the same as though 
state had promoted organized bandi 
and denied them all protection against it 
—while offering unusual safeguards to 
holders of idle funds (deposits) and large 
new investment outlets in government 
bonds (not to mention “tax-exempts’’). 
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We face a real problem in economic in- 
equality. This problem can be handled 
easily and without serious diseconomies, 
if one is not hysterically in a hurry, by 
progressive taxation of income and in- 

Aeritance. Merely by repairing a few 
structural flaws in our income tax, we 
could assure steady reduction of inequal- 
ity in property incomes and continuous 
correction of wide disparities in non- 
property incomes. But radicals and pow 
er-seekers have little interest in such 
dull, peaceful, orderly, efficient, gradual- 
list methods. So they have simply ignored 
critical issues in tax reform and plumped 
for labor organization. They have pro- 
moted the organization of innumerable 

dustrial armies, with implicit sanction 
ito employ force, coercion, and violence 
| to the full extent of their power, at least 
/ to prevent competing sales of services at 
| rates below their own offers. We are told 
that violence is essential only in the or- 
ganizing phase; that it will disappear 
afterward as organization is achieved and 
recognized—which, of course, is true. 
ganizations which have attained pow 
need use little overt violence to maintai 
it. However, it is only the middle p 
of unionism or syndicalism which is non 
violent. There is much violence at th 
start inevitably; but there is more an 
worse violence at the end, involving to 
reconstitution of the political syste 
Somehow, sometime, the conflict be- 
tween the special interests of labor 
monopolies and the common interest 
must be reconciled. Beyond some point 
their exactions become insufferable and 
insupportable; and their power must be 
broken to protect the general welfare. 

Romantic socialists, having the politi- 
cal sense to support unionism, ask us to 
believe that the whole problem of func- 
tional minorities would simply disappear 
if ownership and management of indus- 


try passed into government hands. Or- 
ganizations, having fought and bled to 
attain monopoly powers, allegedly will 
simply give up their powers on the com- 
ing of the socialist state, begging the 
good socialists to reduce their wages so 
that prices may be lowered and new 
workers inducted wholesale into their 
occupational preserves. All this, to say 
the least, seems highly improbable! 

The political alliance between social-- 
ists and unionists is fundamentally 
anomalous. Socialism, if it is to be demo- 
cratic at all, must utilize a price system 
and must adhere closely to ideal com- 
petitive norms. Unionism, on the other 
hand, rests basically on rejection of free 
pricing in labor markets—and this is no 
less true of industrial unions than of 
trade-unions. Socialism must preserve 
the greatest freedom of occupational mi- 
gration. Unionism must, except by de- 
liberate forfeiting of its powers, create 
barriers against competition and immi- 
gration. Socialism must concern itself 
about consumers and workers generally; 
unions must represent and promote the 
special interests of their own particular 
minorities. 

But, to pursue my point, progressive 
taxation is a workable, democratic meth- 
od for dealing with inequality. The al- 
ternative of unionists is to send workers 
out in packs to exploit and expropriate \ 
by devices which resemble those of ban- 
dit armies. The one device is inherently 
orderly, peaceful, gradualist, and effi- 
cient. It is the device of law. The other | 
is inherently violent, disruptive, and | 
wasteful in the extreme. One calls for | 
debate, discussion, and political action; | 
the other, for fighting and promiscuous ° 
expropriation. - 


Unionists are much like our commu- ‘k ral 


nist friends. They are good fighters and . 
like fighting for its own sake. They ere 
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extremely effective at undermining the 
political and economic system which we 
have but are surprisingly unconcerned 
and inarticulate about the nature of the 
world which they would create after- 
ward. In neither case is there much con- 
structive thought. Communists are out 
to destroy capitalism; unionists are out 
to destroy competition in labor markets. 
The former talk a lot about the evils of 
capitalism but never tell us much de- 
scriptively about the good life. Union- 
ists, on the other hand, have never both- 
ered to draw us a picture of their utopia. 
In other words, they have taken unions 
for granted as necessary elements in the 
good society but have not bothered about 
the nature of the good society within 
which unions would be good. 

Scholars will protest that these over- 
statements ignore a great mass of anarch- 
ist, syndicalist, and guild-socialist litera- 
ture. However, one may assert cate- 
gorically that such literature offers no 
democratic solution for the problems in 
question. Anarchism has the merit of 
stressing values which have proper place 
in any sound value scheme, although 
they can have major or primary place 
only in the constitution of heaven. It 
may be regarded as the idealistic concep- 
tion to which traditional liberalism rep- 
resents the closest practical approach. 
While anarchists deplore all organized 
coercion, liberals would confine it narrow- 
ly within the limits of impersonal justice, 
of rules of law imposed only on the basis 
of consensus arising out of free discus- 
sion. They would limit the range of gov- 
ernmental functions, especially for the 
larger units of government between 
which persons are least free to move; and 
they would defend competitive private 
enterprise as the only system of control 
compatible with that measure of decen- 
tralization of power which affords real 
protection against tyranny and chaos. 


Government by discussion of imperson- 
al principles of policy and by the objec- 
tive discipline of free competition is the 
practical answer, in a world of elaborate 
productional organization and intricate 
differentiation of human activity, to the 
perfectionist plea for heavenly freedom. 

In spite of seemingly intimate con- 
nection between syndicalism and anarch- 
ism, they can be related closely in prin- 
ciple only by adopting the vulgar parody 
of anarchism as dynamiting and disorder. 
Syndicalism, in my ee 
ply cannot be formulated, asa scheme of 
political order, in such manner as to in- 
vite intelligent discussion or serious in- 
tellectual inquiry on details. Efforts in 
this direction, by English proponents of 
guild-socialism, may be commended as 
an honest attempt to define the outlines 
of the good society which might be real- 
ized by utilizing the actual institutional 
trends of their time. But the efforts must, 
on any realistic political analysis, be 
judged an utter, if magnificent, intellec- 
tual failure. I doubt if the Webbs them- 
selves would now find convincing the 
proposals so laboriously worked out in 
their Constitution. 

Guild-socialism, with all its surface 
appeal, remains, to realistic inspection, 
simply a projected chaos of pluralism—a 
multiplicity of industrial or occupational 
states, nominally disciplined by a legisla- 
ture, representing the common interest 
but actually powerless against the 
stronger syndicates. The conception is 
perhaps less implausible to Englishmen, 
who have never lived with the syndical- 
ism of American tariff legislation or ex- 
perienced fully the democratic corrup- 
tion of pension legislation. Here, we 
should clearly sense the fact that minor- 
ities, industrial or functional minorities 
especially, are the great nemesis to de- 
mocracy and that democracy, if it sur- 
vives, must, above all, learn how to dis- 
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cipline and to de-organize such minor- 
ities as special-interest pressure groups. 
Guild socialism is the perfect prescrip- 
tion for exposing democracy hopelessly 
and fatally to a corruption which has 
spread endlessly even under the geo- 
graphic basis of representation and or- 
ganization that should have reduced the 
danger to a minimum. 

Few Americans will straightforwardly 
espouse syndicalism or look with approv- 
al on Il Duce’s corporative state. Few 
likewise will face the patent fact that we 
are rushing pell-mell toward and into 
that political order in the United States. 
Our formal political structure, of course, 
retains its traditional character. Our leg- 
islators, state and federal, still represent 
geographic sections of the nation. But 
alongside this forma! political structure 
arises now a structure of powerful organ- 
izations of labor, immune to prosecution 
as monopolies and largely immune to the 
proscriptions or penalties of other laws. 
An essentially syndicalist order (or dis- 
order) may, of course, evolve or arise 
without formal participation of indus- 
trial or occupational organizations in the 
legislative process. Indeed, such organi- 
zations may exercise greater power as 
extra-constitutional political agencies 
than they could if they had direct repre- 
sentation in Congress, in state assem- 
blies, and in county and local govern- 
ment. 

The intricate pluralism of modern de- 
mocracies is, of course, a commonplace 
among students of sociology and politics. 
Equally commonplace, however, is the 
fact that organized minorities are a con- 
tinuing threat to democratic order and 
internal peace. The danger may arise 
dramatically in the case of churches, se- 
cret societies, vigilante movements, a 
Ku Klux Klan, or less dramatically, in 
the case of political machines, tariff lob- 
bies, silver Senators, veterans’ organiza- 


tions, and farm blocs. In the main, how- 
ever, we have rarely or briefly endured 
political usurpation by minorities prac- 
ticing violence and intimidation; and 
(save at federal levels!) we manage some- 
how to stop corruption and vote-buying 
short of insolvency and short of disinte- 
gration in political morality. 

But, to repeat, we have never faced 
the kind of minority problem which wide- 
spread, aggressive, national and regional 
unions and their federations present. 
They are essentially occupational armies, 
born and reared amidst violence, led by 
fighters, and capable of becoming peace- 
ful only as their power becomes irre- 
sistible. Other groups practice violence, 
of course; but few others practice it with 
general, public approbation or employ it 
at all without grave risks of punishment 
or loss of power. Peaceful strikes, even in 
the absence of overt violence or intimida- 
tion, are a meaningless conception when 
they involve disruption of an elaborate 
production process with intricate divi- 
sion of labor. What is obvious in the case 
of railways and utilities is similarly true 
of coal-mining, steel production, and ul- 
mately of every important industry and 
occupation. 

Some conservatives will defend labor | 
organization in terms of the right of vol-| 
untary association as a basic privilege in 
a democratic system, while deploring the 
use of violence and intimidation. Obvi- 
ously, the practical problem would largely 
disappear if laws protecting persons and 
property were enforcible and enforced 
against strikers, pickets, and labor organ- 
izers. But there are no absolute rights; 
and the right of voluntary association 
must always be qualified, inter alia, by 
prohibitions against monopolizing— 
against collusive action among sellers. 
Failing ability to use violence or to 
threaten it effectively, particular organi- 
zations could not practice heavy extor- 
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tion or sustain it indefinitely; but they 
could often tax the community substan- 
tially for a time and subject it to sub- 
stantial, if minor, disturbances. The 
grave diseconomies of the theorist’s pure 
cartel situation, in labor and other mar- 
kets, are relevant to real situations, ac- 
tual and possible; and protection of the 
public interest demands limitation of the 
right of association where the association 
is of people as suppliers of particular 

mmodities or services." 

The point, in any case, is rather aca- 
demic, for labor organization without 
large powers of coercion and intimidation 
is an unreal abstraction. Unions now 
have such powers; they always have had 
and always will have, so long as they per- 
ist in their present form. Where the pow- 
er is small or insecurely possessed, it 
must be exercised overtly and extensive- 
ly; large and unchallenged, it becomes 
like the power of strong government, 
confidently held, respectfully regarded, 
and rarely displayed conspicuously. But, 
to repeat, this apparent peacefulness of a 
maturing syndicalism is unsubstantial 
and deceptive. It marks a fundamental 
disintegration of the very bases of politi- 
cal order—a disappearance of free ex- 
change and of the state’s monopoly of 
coercion. Individual groups, securely or- 
ganized and secure in their monopoly 
positions, may levy their exactions with- 
out overt violence and merely through 
peaceful political maneuvering (via the 
arbitration device especially). However, 
they necessarily restrict drastically the 
normal flows of trade, destroying general 
prosperity in their struggle for relative 
advantage, and reducing enterprisers and 
investors to a defensive, defeatist task of 


13 Dr. Gerhard Meyer reminds me that all this is 
admirably stated in Dicey, Law and Opinion in 
England (2d ed.), esp. pp. 150 ff., 190 ff., and 467 ff. 
Dicey in turn reminds me that perhaps everything 
I have tried to say was better said by Bentham and 
the Benthamites. 
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withdrawing their property, on the least 
unfavorable terms obtainable politically, 
into the dubious security of government 
bonds. Ultimately, this means disappear- 
ance of all opportunities for remunera- 
tive enterprise and investment, govern- 
mental or private, via excessive costs, 
actual and prospective. Moreover, it 
means a drying-up of government reve- 
nues, whether derived by taxes from re- 
turn on private property or from social- 
ized enterprise. It means also vastly in- 
creasing dispensations by way of unem- 
ployment relief and other meliorative 
measures. 

A maturing syndicalism is the mature 
economy of our monetary and fiscal ex- 
tremists. It is inherently unstable and 
unmanageable. It may be kept going, at 
income levels far short of our potential- 
ities, by sufficiently large fiscal and mon- 
etary stimulation; and no one may wisely 
condemn policies which postpone revolu- 
tionary upheaval if postponement alone 
is possible. But we should face the fact 
that nothing else is ahead along this 
route. Especially, we should be skeptical 
of economic analysis and prescription 
which rests on the political premise that 
| mass monopolies (and increasing enter- 
prise monopoly) are ordained and as- 
| sured for the future beyond any recourse 
'of democratic discussion and orderly 

litical process. 

Our great minority and monopoly 
problem of the present and of the dis- 
cernible future is the problem of labor or- 
ganization. One may stress the right of 
voluntary association or, rather, the 
right of free entry into occupations. One 
may stress the right to bargain collective- 
ly on a national or regional scale or, 
rather, the right of free occupational mi- 
gration. In neither case can one sensibly 
defend both categorically. If one is ac- 
corded and exercised, the other is cur- 
tailed or destroyed. The issue is simply 


[ 
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whether wage rates should be deter- 
mined competitively or monopolistically. 

The obvious struggle within particular 
industries over division of earnings tends 
largely to obscure the more substantial 
identity of interest and functional com- 
plementarity of labor and employer or- 
ganizations. Popularly regarded and de- 
fended as counterpoises to industrial 
concentration or enterprise monopoly, 
unions in fact serve mainly to buttress 
effective monopoly in product markets 
where it already obtains, and to call it | 
into existence when it does not. Labor 
leaders have, indeed, a quite normal ap- 
petite for monopoly prices and for mo- 
nopoly profits which bargaining powe 
permits them to appropriate and to dis 
tribute among their members. 

While extremely ill-informed, i know 
of no instance where a powerful union 
has proposed reduction of a monopolistic 
product price or given real support, sing- 
ly or in federations, to anti-trust policy. 
On the other hand, N.I.R.A., like ex- 
treme tariff protection, was strongly sup- 
ported by organized labor. The formal 
and enforced cartelization of the coal in- 
dustry may be credited largely to the 
U.M.W. And, if some proposals of C.I.O. 
leaders for labor participation in man- 
agement are not pure cartel schemes, I | 
cannot identify the beast when I see it. If 
labor remains and becomes increasingly 
cartelized along industry lines, enterprises 
must be similarly organized for bargain- | 
ing purposes—not only to present a/| 
united front and to recoup wage-in- / 
creases from consumers but because la-/ 
bor itself will prefer, demand, and, in any} 
case, compel such employer organiza-) 
tion. 

We have often been told that difficul- 
ties in collective bargaining, and mutual 
intransigence of the participants, were 
only vestiges of the frontier and would 
disappear as America caught up with 
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European civilization. We have been 
chided for our backwardness and urged 
to seek that matter-of-fact acceptance of 
collective bargaining and that maturity 
in union-employer relations which have 
obtained in Germany, France, and Eng- 
land. It may seem unsporting, in these 
days, to note that history has recently 
played nasty tricks on condescending 
apologists for American adolescence and 
upon zealous importers of European in- 
stitutions—but, in fact, these folk seem 
only more capable of ignoring history 
when it screams against their position 
than of misinterpreting it when it can be 
used plausibly for their purposes. 

I do not maintain that German trade- 
unions caused I.G. Farben and the Nazi 
revolution, or that French labor caused 
the disintegration of the French army, or 
that I.C.I. and the awful state of English 
industry are attributable to national col- 
lective bargaining. I do hold that large 
and powerful labor unions are integral 
elements in a total institutional complex 
whose development is everywhere anti- 
thetical to economic freedom, to political 
liberty, and to world peace; that we 
shoula here stop the development short 
of the German or French denouement 
and short of the awful mess which is now 
the English economy; and that we can- 
not import and retain the labor-organiza- 
tion component of this complex or trend 
without importing the rest of it too. If 
western Europe had maturity in collec- 
tive bargaining and labor relations and if 
England has it still, these facts argue 
strongly against abandoning our demo- 
cratic adolescence. 

We must alter our labor policy or 
abandon our anti-trust policy—as Eng- 
lish businessmen so urgently recommend. 
If one big union is a fait accompli in, say, 
the automobile industry, that industry 
is all through as a competitive sector of 
our economy—and damned to full car- 
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telization, if not to General Motors. 
Thanks largely to Thurman Arnold and, 
now, to an unpredecented sprinkling of 
intelligent business leaders, the pros- 
pects for sound anti-trust policy are 
perhaps better than they have ever 
been, here or anywhere. Even if these 
prospects materialize abundantly after 
the war, however, the achievements 
must be frustrated and then sharply re- 
versed unless accompanied or followed 
closely by reversal of recent trends in 
labor organization. If labor is tightly 
cartelized or syndicalized, enterprises 
must adjust themselves to the political 
realities. Even Arnold couldn’t much 
deflect their deference or allegiance from 
the real loci of power. 

Business leaders, even when qualified 
in terms of tolerance and wisdom, are 
hopelessly Jisqualified, by their fiduci- 
ary responsibilities if not merely by 
what they symbolize, for leadership in 
the hard part of this task. They can and 
may put their own house in better demo- 
cratic order. That is no small job; but it 
is all that they can do toward reversing 
the syndicalist trend in America. And it 
is not enough—not more than a begin- 
ning. Labor-baiters of dubious repute 
will volunteer in hordes for the real task, 
and thereby aggravate enormously the 
sufficient difficulties. Much the same 
must be said of the conservatives who 
now dominate our two great political 
parties—men whose negligible capacity 
for frankness and whose stupid smart- 
ness in devious maneuver are perhaps a 
greater obstacle to solution than are the 
prospective harangues of professional 
demagogues on either side. 

It is easy to argue that the whole 
problem is so hard and ominous political- 
ly that no effort should be made to 
solve or even to see it—that the real 
choice lies between a certain, gradual 
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death of economic democracy and an 
operation or treatment which would 
cure if successful but is almost certain to 
kill. I am no forecaster and am not in 
direct communication with the Almighty. 
Consequently, I can only maintain that 
it is immoral to take such absolute di- 
lemmas seriously. Democracy would 
have been dead a thousand times if it 
paid much attention to historical extra- 
polations; and it is perhaps unnecessary 
to discuss now the shortcomings of tem- 
porizing expedients or appeasement. 


‘{ If we can win this war, we can also 
in the peace; but, for world order even 
more obviously than for internal order, 
freedom of trade and exchange is simply 
indispensable. With free trade the world 
can gradually be welded into a securely 
peaceful, democratic whole; with it, we 
may work miracles in monetary and 
political co-operation, in raising stand- 
ards everywhere. by econumic integra- 
tion and by relatively unrestricted 
movements both of goods and of invest- 
ment funds. We may become free, na- 
tionally and on a world scale, if we set 
as our goal the greatest possible disper- 
sion of military, political, and economic 
(monopoly) power. Freer trade is, I in- 
sist, the sine gua non of a durable peace. 
Attaining it, we can, if we will, raise our 
own living standards indefinitely while 
raising standards throughout the world. 
Whus our momentary military domi- 
nance might be used, not merely to en- 
force peace upon the world but to 
create a world society which would 
gradually come to enforce peace upon 
itself, with America gradually discard- 
_ing its military domination in favor of 
oral leadership and partnership in a 
common task of keeping open the chan- 
nels of trade and preserving peace. 
But there can be no free world trade 


\ 
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without free internal trade in the domi- 
nant post-war nation. Free access to 
markets implies, not merely absence of 
tariffs, exchange-controls, and quota 
limitations, but opportunity to sell to 
competitive buyers and to buy from 
competitive sellers in every national 
market. Free trade among collectivisms 
is a meaningless conception. Much the 
same must be said of free trade between 
substantially syndicalist nations. There 
can be no really free access to raw mate- 
rials produced by monopolists or cartels, 
or to raw materials produced by workers 
organized to price their services monop- 
olistically. 

Given free internal trade, we might 
prosper substantially in isolation from 
the world (if it would permit us that 
isolation!). Given that free internal 
trade, however, we can prosper far more 
abundantly as part of a world economy 
and can lead the whole world into dura- 
ble prosperity and peace. Thus, I sub- 
mit that the peace will be won or lost in 
the field of American domestic economic 
policy. Other groups will bitterly oppose 
the necessary dismantling of our tariff 
barrier. However, if the battle for peace 
via free trade comes near to being won, 
it will, I think, be won or lost on issues 
in the field of labor policy. 

The immediate issues will, of course, 
have to do mainly with our tariff. But 
labor groups, more effectively than 
others, may be expected to resist drastic 
reduction or elimination of protective 
duties. Even if we succeed in establish- 
ing free external trade, these groups will 
still be able to prevent necessary inter- 
nal adjustments and to drive us back 
to protection as a short-sighted remedy 
for depression and unemployment caused 
by cost-price maladjustments. True, we 


might assure reasonably full employ- 
ment at any level of money wages by 
sufficient injections of money and rais- 
ing of the price level. But wartime ex- 
perience indicates (what should be ob- 
vious on its face) that price-inflation is a 
hopeless method of lowering real wages 
of strong and strategically situated labor 
groups—that such policy means only an 
endless spiral of inflation. The post-war 
adjustment of wartime wages in our 
heavy industries will be enormously 
difficult in any case. Without sharp re- 
duction in many areas, private employ- 
ment cannot revive adequately, save at 
a much higher price level; and forcing 
that higher level means not only ex- 
propriation of holders of defense bonds 
and other creditors but great risk of 
runaway inflation. 

The peace will be won or lost on the 
simple issue of economic disarmament. 
The extreme nationalism of high pro- 
tection, quota limitations, exchange con- 
trols, and bilateral trading must be 
swept away, at least among the leading 
protagonists in the present conflict. 
But movement in this direction cannot 
come unless there is wholesale economic 
disarmament also within these nations. 
As nations, we must abandon the con- 
test for dominance and subjugation, 
finding our proper places in a close-knit, 
integrated world economy whose mar- 
kets and commodities are freely and 
equally available to all. As individuals, 
we must find and make our places in a 
domestic svstem of free exchange, in- 
stead of organizing into occupational or 
industrial states to pursue domestically 
a power contest which is the analogue 
of war among nations, and perhaps its 
most important cause. \ 
UNIversIty OF CHICAGO 








DIMINISHING RETURNS FROM INVESTMENT 


FRANK H. KNIGHT 


VARIOUS occasions the present 
CF writer has made brief state- 

ments to the effect that under 
conditions at all like those of real life, but 
in the absence of technical innovation, 
the rate of return on investment would 
presumably decline indefinitely with the 
progress of accumulation, but that it 
could never fall to zero. (The bearing of 
population change on the problem will be 
considered in the course of the argu- 
ment.) More specifically, I have as- 
serted that the rate could never be zero 
unless all goods were free and all wants 
fully satisfied which could reasonably be 
characterized as “economic.” They 
would then be satisfied without cost, since 
the cost of satisfying one want is merely 
the nonsatisfaction of another (whether 
interpreted as increase of “pleasure” or 
decrease of “pain’’); hence the condition 
for a rate equal to zero would be a non- 
economic world. The statement has been 
variously called in question; it undoubt- 
edly needs qualification, or at least ex- 
tended explanation, and the problem 
merits fuller discussion than it has re- 
ceived at any hand, as far as I know. 
Investigation must deal, first and pri- 
marily, with the causes of diminishing 
returns from capital and, second, with 
the limits of this tendency, specifically 
the question as to whether it can realis- 
tically be thought of as reaching zero as 
a limit, within any finite interval of ac- 
cumulation." 

* I do propose to treat as literally self-evident the 
proposition that the rate of interest on loans could 
never be zero unless all goods were free. One who 
could borrow “money” without interest could cer- 


tainly secure the use, indefinitely and without cost, 
of any useful agent purchasable with money. No 


It is not the purpose in this paper to 
enter into controversy or to discuss pre- 
vious publications dealing with the 
topic, by myself or by others. However, a 
convenient starting-point for construc- 
tive investigation may be found in a few 
citations from a paper by Dr. Everett E. 
Hagen, published a year ago.? At the 
beginning of his article, Dr. Hagen refers 
to a statement of mine to the effect that, 
in contrast with the “Austrian” antith- 
esis between capital and original pro- 
ductive agents, we should view all pro- 
ductive agents as being used together in 
jointly maintaining and reproducing all. 
He apparently agrees in a general way; 
yet he goes on to say that, if this ex- 
pression is “taken at face value,” it yields 
a model which seems internally inconsis- 
tent. And he notes that Mr. Kaldor has 
pointed out (by implication correctly) 
that under this assumption all agents 
could be augmented at constant cost in 
terms of the services of other agents, 


reservation is necessary for the term of the loan or 
necessity of repayment, since one loan could be re- 
paid with the proceeds of a new gne. Of course, a 
borrower would have to keep assets adequate to se- 
cure the loan, or perpetrate fraud. It will also be 
taken as self-evident that the rate of interest on 
loans is determined, under ideal conditions, by the 
rate of return on investment. But the combination 
of these two self-evident propositions is not regarded 
as an entirely satisfactory proof of the proposition 
that the rate of return on investment could not possi- 
bly be zero. This question can be dealt with only in 
the manner suggested, by investigating the mecha- 
nism of diminishing returns and its limits. 


2 “Capital Theory in a System with No Agents 
Fixed in Quantity,” Journal of Political Economy, 
L (1942), 837-59. I may say explicitly that I consid- 
er the article both sound in the main and, as far as it 
goes, in its treatment of the problem of the present 
paper, and a valuable contribution to the discussion 
of the theory in question. 
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that the marginal rate of substitution 
between agents would be invariable, and 
that there would be no diminishing re- 
turns from investment (p. 838). I might 
observe that such conclusions from my 
statements are justifiable only if they are 
taken entirely out of context. I have 
“always” made it clear that I was as- 
suming diminishing returns from pro- 
gressive new investment, and I now feel 
that too great readiness to take this 
principle for granted is one feature of my 
earlier position which particularly calls 
for reconsideration. 

On the other hand, it is relevant to 
point out that Dr. Hagen’s exposition is 
characterized by inconsistency, or at 
least by lack of rigor. The title of his 
article and the whole content tell us that 
he is dealing with an economic system 
“with no agents fixed in quantity.” But, 
when we come to his own explanation of 
diminishing returns from investment, 
we find that it is based precisely on the 
contrary postulate if the terms are 
taken “at face value” or in a rigorous 
sense, for his entire analysis rests on the 
“assumption” that 
all agents (save in the limiting case) are aug- 
mentable by a process which involves use of the 
services of other agents but that augmentation 
of at least some agents requires in addition the 
use of materials which, before the augmentation be- 
gan, were extra-marginal [p. 838; italics in the 
original]. 

As a matter of fact, Hagen admits in a 
footnote (n. 6, pp. 838-39) that the con- 
ception of “lower grades of existing 
agents [is] a contradiction in terms,” 
since similarity or dissimilarity to agents 
already in use is irrelevant. What is im- 
portant is that the basic reason for di- 
minishing returns from investment must 
be found in the general fact stressed by 
Hagen, i.e., in some limitation on the 
free increase of some productive agents 


(not fully offset, of course, by any other 
accompaniment of the growth of invest- 
ment). 

The problem of what happens in con- 
sequence of net new investment must be 
studied under the assumption that invest- 
ment proceeds under given conditions 
(ceteris paribus). The investigation must 
begin with the conception of a com- 
pletely stationary economy, into which 
new investment is then introduced while 
all other changes are excluded.’ It seems 
convenient to define a stationary econo- 
my in terms of three sets of given condi- 
tions: consumers’ wants, the productive 
resources of the economy and their in- 
dividual ownership (and any psychologi- 
cal factors affecting the owners’ choice of 
use), and the state of technology, or ° 
science and the arts. Our problem should 
be to investigate changes in these three 
sets of conditions, in relation to new in- 
vestment. It may be simplified by as- 
suming that no investment takes the 
form of creating or changing wants, 
merely noting that the assumption is 
unrealistic. We must then consider in- 
vestment in productive agents of differ- 
ent kinds and in technological improve- 


3 We might, of course, consider disinvestment as 
well as investment, but the former assumption is 
more convenient, and there are also positive reasons 
for adopting it. A minor reason is that, while a cer- 
tain amount of disinvestment could be made on the 
same terms on which the investment was previously 
made, the process could not be carried very far until 
the curve would rise more and more steeply above 
the original curve for growth. This is partly because 
much investment is connected with new knowledge 
and because a learning curve is not reversible; but 
there are other grounds. A more important reason 
for considering progress to the exclusion of retro- 
gression is the virtual cer‘ainty that only under pro- 
gressive conditions can we assume any close con- 
formity of economic processes to the assumptions 
necessary for theorizing in terms of economic be- 
havior. This is partly because effective fluidity is 
largely dependent upon growth; but again there are 
other reasons, of a psychological and institutional 
nature, which cannot be gone into here. 
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ment, including research, exploration, 
and invention. 


Il 


The only procedure which seems to be 
feasible for the analysis of a highly com- 
plex situation is to simplify it by abstrac- 
tion to the utmost possible degree of 
generality, and successively to insert 
more specific complicating factors, and 
so build in the direction of reality, as far 
as it is useful or practicable to go. This 
procedure is particularly called for in a 
study of the theory of investment, and 
it is required in a peculiarly drastic form 
with respect to the starting-point and 
early stages, because of special circum- 
stances which affect “knowledge,” as a 
factor in economic life in individualis- 
tically organized society. In the common 
way of thinking, which is theoretically 
valid within some limit, knowledge can 
yield a return to its individual possessor 
only if he has some degree of monopoly 
power enabling him to restrict its diffu- 
sion and general application. Such power 
may center in a particular product, a 
device, or a process of production, or in 
control over some more or less distinct 
productive resource that cannot be freely 
reduplicated, either in the same physical 
form or in that of a substitve of ap- 
proximately equivalent efficiency. {t may 
rest on a legal grant, such as a2 trade- 
mark, copyright, or patent, on acivertis- 
ing and sales promotion, on concentra- 
tion of ownership of some “natural re- 
source,” on a deliberate policy of secrecy, 
or on “natural” resistances and costs of 
diffusion. But the existence of any mo- 
nopoly raises problems of conflict of 
interest between its possessor and other 
individuals or “society” as a whole. It 
becomes important to investigate the 
pure theory of investment apart from 


this complication, and a method is ready 
to hand. 

In fact, for many problems of general 
economic theory it is analytically im- 
portant to realize that most of the really 
fundamental economic categories and re- 
lationships have essentially the same 
meaning ‘in a “Crusoe” economy that 
they have in a social economy of any 
form. A Crusoe behaving on the prin- 
ciples of economic rationality would have 
to apportion limited resources among 
alternative modes of use and combine 
different types of resources in “‘correct”’ 
proportions in various uses. He would 
consequently have to have a more or 
less explicit scale of values for all prod- 
ucts, which is the organizational function 
of the price system in a market economy. 
He would also have to impute product 
values to productive resources, on the 
basis of marginal or incremental yields, 
hence to solve the essential problem of 
distribution in “value” terms. In any 
realistic situation a Crusoe would also 
confront the fact that some resources 
wear out or are used up—at least in the 
absence of maintenance—and that such 
resources can be maintained or replaced, 
and the virtual corollary that additional 
resources can be produced at the cost of 
some sacrifice of current consumption. 
Consequently, in most of his choices as a 
producer, to act economically he would 
have to know the rate of return on in- 
vestment in each particular operation; 
for he would have both to keep his “‘capi- 
tal” apportioned among all modes of use 
(where choice is open) in such a way as 
to equalize the rate of return at the 
“margin” and to choose between main- 
taining it (his productive capacity) in- 
tact, allowing it to decrease or increasing 
it. The theory underlying these choices 
is the same in all essential general re- 
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spects for a Crusoe and for a social econ- 
omy viewed as a whole. 

At the same time, the analysis of a 
Crusoe economy makes it possible to 
deal with the more fundamental relations 
in the theory of production, and specifi- 
cally with the return on investment, 
while eliminating some major sources of 
confusion. In this situation there is no 
possibility of monopoly, and “perfect 
competition,” or the ideal market, re- 
duces to the rational behavior of a single 
individual. We also avoid the temptation 
of attempting to compare the satisfac- 
tions of different individuals—a task 
which is not involved in the theory of a 
competitive market economy, though it 
is a major factor in nearly all questions 
of social policy. Perhaps most important 
of all, for the particular problem of the 
rate of return on investment, we elimi- 
nate the terrible confusion which results 
from mixing up the rate of return on 
investment with the rate of interest on 
loans, especially loans mediated by 
money, and usually at a rate stipulated 
by contract for some period of time, so 
that the theoretical rate is distorted by 
changes in the value of money and by all 
the social frictions and peculiar specula- 
tive factors which are involved in con- 
tracts made in monetary terms. We also 
avoid (by the same token) all phenome- 
na of “cycles,” boom and depression, 
unemployment, etc. In short, we are able 
to concentrate on the essential meaning 
of investment, capital, and the rate of 
yield in the absence of complications 
which are quite extraneous to the central 
issue. 

However, the Crusoe hypothesis has 
limitations which can be avoided. The 
biological life-cycle of a single individual 
and particularly the anticipation of 
various vicissitudes and of senility and 
death introduce unnecessary compli- 


cations and restrictions, which are im- 
portant for the analysis of individual 
behavior in real life, looking forward to 
the indefinite future.‘ It will conse- 
quently be still better, instead of taking 
an individual Crusoe, to think of a popu- 
lation arbitrarily assumed to be organ- 
ized on any completely integrated pat- 
tern, so as to act and make all its cal- 
culations as a unit. This device has all 
the advantages of the Crusoe economy, 
and others in addition. Such a society 
may be designated as “Crusonia.” The 
pattern might be anything from anarch- 
ist Communism to an absolute dictator- 
ship, presumably under some form of 
supernatural leadership. For the purpose 
of studying the pure theory of invest- 
ment we need not inquire into the ulti- 
mate objective for which resources are 
used. This might be the “economic well- 
being” of individuals, as judged by them- 
selves (as far as is compatible with or- 
ganized production) or decided upon to 
any degree by any authority. It might 
be military power or the worship of God 
or gods of any sort. All that we are re- 
quired to assume for the purposes of a 
theory which will be abstractly realistic 
in all essential respects is that resources 
of various kinds, perishable and _ re- 
duplicable in varying degree, are ration- 
ally used, under such technical con- 
ditions as prevail in the contemporary 
civilized world, to create some plurality 
of values, which ave realized in greater 
degree as more resources are employed 
and as they are more effectively ap- 
portioned and combined. Of course, 
consumption by individuals must always 
be included among the ultimate values, 

4 This does not mean that men try to predict the 
future in detail very far ahead. It is enough if “to- 
day” they always plan fer “tomorrow” and for any 
changes or contingencies farther in the future which 


are foreseen and which actually make a difference in 
current choices. 





30 FRANK H. KNIGHT 


even if the dominant social ideals are, 
say, military or even ascetic in any 
realistic degree. We may also assume 
that “‘society” considers it “better” for 
more people rather than fewer to be 
alive in the economy or that some causes 
bring about growth of population or 
improvement of its economic quality to 
the extent necessary to make the con- 
ditions of investment realistic for the 
interpretation of life in contemporary 
civilization.’ 

To investigate the theory of invest- 
ment under the simplest possible rel- 
evant conditions, we must introduce 
still other and more drastic abstractions. 
We must not merely consider the st. 
tion of a population tresie| as © J nit but 
imagine, to begin wih. that our hypo- 
thetical economy has only one “want” 
and that this is gratified by a single pro- 
ductive agent or resource. The resource 
must, of course, be of the nature of 
capital. This involves a considerable 
departure from familiar facts and usual 
ways of thinking, but no great strain on 
the imagination. We may think of our 
Crusonia as living on the natural growth 
of some perennial which grows indefinite- 
ly at a constant (geometric) rate, ex- 
cept as new tissue is cut away for con- 
sumption. We assume that it requires no 
cultivation or other care, and we must 
ignore any “labor” which may be in- 
volved in gathering or simply in “eat- 
ing” the product. It is, of course, cus- 


5 It is patently untrue that competitive economic 
theory is relevant only to a society individualistical- 
ly organized, with private property, free enterprise, 
wage labor, and open markets for goods and serv- 
ices. In any institutional system the same choices 
have to be made and the general theory of economy 
is the same, whether each individual makes most of 
the choices which affect his life or whether they are 
made for all by an omnipotent authority. As between 
possible societies, the distribution of control be- 
tween individuals and a central authority of some 
kind is always, in fact, a matter of proportions. 


tomary in economic analysis to draw an 
arbitrary line between production and 
consumption, in contrast with the more 
rigorously correct procedure of treating 
all activity as production and limiting 
consumption to subjective enjoyment. 
Since the main concern of economic 
discussion is with the phenomena of 
markets and prices, we usually treat 
production as ceasing with the transfer 
of the product, or partial product, to 
the ultimate consumer. This leaves out 
of account the really large amount of 
“self-service” by individuals an‘, house- 
holds and also by prutuctive enter 
Drise 6 

in an economy of the type postulated, 
the only problem of choice presented to 
the “management” will be the deter- 
mination of the rate of consumption, 
which is the same as saying the rate of 
saving and investment or of disinvest- 
ment. If consumption is set at the same 
rate as the growth of the crop, income 
and capital will be constant, and we 
shall have the ideal “stationary econo- 
my” in its simplest possible form. If the 
rate of consumption is fixed below the 
rate of growth, for any interval, the 
difference will be automatically added 
to capital; and at any moment when the 
management so decides, consumption 
may be increased up to the higher growth 
rate, resulting from investment in the 
interval, without trenching upon capi- 

6 Practice is not at all consistent. If a family lives 
in its own house, the rental value may or may not be 
considered a part of its income; and the same is true 
of the marketable produce of kitchen gardens and 
the like. On an old-style family farm, where pro- 
duction for direct use is large, the statistician or the 
income tax authority may make an effort to esti- 
mate it. But such situations present practically in- 
superable difficulties for comparison; we may men- 
tion the case of the housewife who pursues a profes- 
sion through hiring domestic service; and the most 
difficult case of all, in reality, is the use by business 
enterprise of its own property, which often has no 
determinate market value. 
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tal. And, needless to say, the manage- 
ment could fix a rate of consumption 
more or less in excess of growth, for any 
time interval, during which capital, and 
the possible permanent and constant 
rate of consumption, would diminish. 

It is hardly needful to discuss at length 
the theory or meaning of the rate of re- 
turn on capital, or on investment, under 
the conditions described. It would be 
simply the natural growth rate, in the 
absence of all consumption, of the “‘crop” 
on which the population of Crusonia 
subsists. The meaning >: capital as a 
magnitude, under such conditions, would 
be a potential perpetual stationary rate 
of consumption ; there would be no mean- 
ing in “capitalizing” this income. Since 
investment could actually be made only 
through sacrifice of some fraction of the 
income from capital as a whole, the rate 
of growth in the capital (potential, per- 
manent, and constant consumable in- 
come) would have to be taken in relation 
to the rate of consumption sacrificed for 
the sake of investment. Both these 
“rates” must be computed for an instant 
in time; and it will be understood that 
the word “rate” has a different meaning 
in the numerator and in the denominator 
of the ratio, being respectively a growth 
rate and a time rate. 

We may remark in passing that noth- 
ing of the nature of a “production peri- 
od” is present in the situation described. 
A technical period could be introduced 
by changing the assumptions to include 
a life-cycle for discrete individual units 
of the “crop” in question, staggered to 
provide for constancy in the aggregate, 
or also “seasons,” in place of assuming 
that the production process is continuous 
in time and constant in rate. Such con- 
ditions would change nothing essential 
for the economic principles. In abstract 
essentials the situation pictured is identi- 


cal with the reality of economic life, 
regardless of the form of social organiza- 
tion and of such technical matters as 
plurality of products and productive 
services. It is also unaffected if some of 
the latter are assumed to be fixed in sup- 
ply or to undergo changes which are not 
subject to control under any manage- 
ment, or if such independent variables 
are interrelated in any way (comple- 
mentarity or substitutability) with one 
another and with those under control, 
or, finally, if more or less investment is 
made out of income from noncapital 
agents. What is essential for the theory of 
the return on capital in any situation is 
merely that some complex of “produc- 
tive agents,” used alone or in co-opera- 
tion with others, maintains itself and 
yields an excess for consumption or re- 
investment at the will of the owner. The 
rest is a fairly simple mathematical prob- 
lem—the meaning of a growth curve, 
usually represented in its simplest form 
by the expression (1 + 4)” or e”, and tak- 
ing account of partial or complete con- 
sumption of the accretion which would 
otherwise occur. The rate of return is 
one divided by the minimum cost of add- 
ing a unit to perpetual constant income 
and is always determined at any moment 
by technical conditions. 

In the situation assumed, investment 
would not be subject to diminishing re- 
turns. This can be asserted positively, 
since there is no problem of measurement 
with respect either to the amount of the 
investment (its cost) or its yield. Both 
may be taken as physical quantities, the 
amounts, respectively, of the consump- 
tion of “nutritive material” sacrificed 
during any interval over which invest- 
ment is allowed to occur and either (a) 
the physical accretion of nutritive ma- 
terial which results, considered as a 
source of further growth (for consump- 
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tion or investment), or (6) physical yield 
of this accretion or (c) the subjective 
satisfaction afforded by consumption of 
this physical yield. The physical mag- 
nitudes in the numerator and denomina- 
tor are homogeneous and hence directly 
measurable (as, of course, composite 
physical magnitudes are not). The pos- 
sibility of progressive satiation of the 
“want” for the single good, as its sup- 
ply increases, does not enter into the 
rate of return; for, any change which may 
occur in the relation between intensity of 
satisfaction and time rate of physical 
consumption enters in the same way into 
both the numerator and the denominator 
of the ratio which defines this rate. Both 
the investment and its yield can be 
viewed in either subjective or objective 
terms, but in both cases the subjective 
magnitude is “that which” is associated 
with a given objective magnitude. 

Of course, the argument “proves” 
nothing, except in a purely hypothetical 
sense. The whole issue, in reality, lies in 
the question whether, under real condi- 
tions, the growth of, capital could or 
would proceed indefinitely in accord 
with a curve or formula in which i or 7 
remained constant, or what would hap- 
pen to this growth rate over a long period 
of time. In such a situation as we have 
pictured, this can happen only as long as 
the “crop” actually grows at a uniform 
geometric rate. This is hardly to be as- 
sumed under any realistic conditions. 
Such considerations as “room” for ex- 
pansion and the effect of increasing den- 
sity in a given area or space force them- 
selves upon the attention, as giving rise 
to diminishing returns, unless offset by 
some other change. Such limitations 
force us to think of “situation” or “na- 
ture” as a factor distinct from capital, 
giving rise to diminishing returns 
through an increasing ratio between the 


increasing factor or factors (defined in 
terms of function) and something which 
is fixed. And (to anticipate later argu- 
ment) technological advance, resting on 
new knowledge or occurring accidental- 
ly or mechanically, seems to be the only 
possible offset to this “natural” tendency 
to diminishing returns. 

For the purposes of. this article it is 
hardly requisite to pursue the argument 
in detail, step by step, taking up one 
at a time the numerous major differences 
between contemporary reality and the 
hypothetical situation we have been con- 
sidering, with respect to the conditions of 
production and investment. It will be 
more useful to proceed in an order the 
reverse of this. We therefore go back to 
the approach suggested at the end of the 
preceding section. Abstracting from 
changes in consumers’ wants and post- 
poning the problem of new knowledge 
or technological progress, we first con- 
sider investment in concrete productive 
agents. The first step will be to examine 
briefly the problem of distinguishing be- 
tween different kinds of agents or “fac- 
tors of production.” We shall retain the 
assumption of an integrated economy, so 
as to be able to abstract from problems of 
monopoly and competition, from all 
conflicts of interest between individuals, 
and from monetary and cycle phenome- 
na. This procedure will make it pos- 
sible to think of the value of new knowl- 
edge in terms of its social utility rather 
than of exchange value. 


Ill 


It has long seemed to me (and I have 
made the observation in my various dis- 
cussions of the theory of capital and its 
yield, or “interest”) that this problem of 
the classification of productive agents 
presents a serious dilemma for economic 
analysis, not to say a sort of pons asino- 
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rum.’ The bearing of the problem of the 
relations between productive factors 
upon that of diminishing return from in- 
vestment will be apparent. The problem 
centers in differences in conditions of 
supply. If new investment can be freely 
directed to all uses, i.e., embodied in all 
types of productive agents indifferently, 
it will not be subject to diminishing re- 
turns. The situation is then theoretically 
the same as that previously considered, 
in which there is only one productive 
agent, which is freely reproducible. 
(Some questions about this conclusion 
will be disposed of presently.) 

In a superficial view there is some 
justification for the conventional “tri- 
partite” classification of productive fac- 
tors into “land, labor, and capital.” (To 
be logical, or even grammatical, we 
should, of course, say “land, laborers, 


7In a short article published fifteen years ago 
(Journal of Political Economy, Vol. XXXVI [1928)), 
I took the extreme position that the whole concep- 
tion of “factors of production” should be discarded 
outright. I am now inclined to doubt whether this 
can or should be done, whether we do not have to 
use the device for expository purposes, unrealistic as 
it is. But, if we do use it, the concept of a factor 
should be carefully defined in abstract terms, as a 
group of agents interchangeable in production, and 
it should be recognized that no concrete list of con- 
crete “factors” can be drawn up or, in particular, no 
short list, and most specifically that the three fac- 
tors of the traditional tripartite division have only a 
limited and partial validity. It should also be noted 
that the classification of products, in relation to the 
wants which they satisfy, is a closely related and a 
still more subtle and difficult problem. 

The worst difficulty with the notion of “factors” 
is that only to a very limited extent are productive 
agents transferred “as they stand” from one “use” 
to another (however uses are distinguished). In the 
main, transfer is accompanied in all degrees by dis- 
investment and reinvestment. This fact makes the 
theory of capital indispensable to an understanding 
of qualitative changes, such as might occur in a 
quantitatively stationary economy, as well as to an 
understanding of growth (or retrogression). In con- 
nection with any social change involving realloca- 
tion of production, most productive agents become 
more or less assimilated to capital goods and have to 
be considered by the theorist as quantities of capi- 
tal. 


and capital goods.”) There is some 
“sense” in the view of land as fixed in 
supply, of capital goods as freely pro- 
ducible under “economic” conditions, 
and of laborers as variable in supply, but 
with changes controlled mostly by 
“social forces” or human interests of a 
“noneconomic” character. By economic 
conditions and interests, we, of course, 
mean investment with a view to a return 
and with choice among forms of invest- 
ment governed by the motive of maxi- 
mum return. If carried out “rationally,” 
this implies equalization of the rate of 
return for all forms of investment that 
are open to the investor—in our case to 
“society.” But the return need not be in 
a form which ordinarily has a money 
value, if it is a definite magnitude in 
relation to alternatives open to the in- 
vestor, who in Crusonia necessarily re- 
ceives all returns. 

However, the least critical examina- 
tion largely destroys the validity of these 
distinctions.* We may begin with the 
case of “land,” defined as original and 
indestructible. With reference to inde- 
structibility, it would be necessary at 
once to recognize three different classes 
of natural resources, as conceived in 
everyday usage, on the basis of the pre- 
dominant element in their productive 
value. Some cannot be used up, as is the 
case with situation value; others cannot 
be used without being used up, such as 
exhaustible mineral deposits; and the 
most important category, agricultural 
land (its fertility component) may be 
either exhausted or maintained (or in- 
creased), depending on the manner in 
which it is used. 

* In such matters, of course, one cannot literally 
prove anything, either a priori or by citing exhaus- 
tive statistical data, but can justify a position only 
by pointing out facts which are a matter of common 
knowledge and not in dispute. 
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With respect to the possibility of in- 
creasing the supply (through invest- 
ment)—which Ricardo should have re- 
ferred to in place of historical “original- 
ity”—conditions are still more diverse. 
A distinction is imperative here between 
quantity and “quality,” the discovery 
and development of new “units” versus 
“improvement” (in the broad sense) of 
existing units. Both operations are im- 
portant for analysis because of the in- 
superable difficulties they present. Im- 
provements are in all degrees practically 
inseparable, after they are made, from 
the original unit or site and its natural 
features. Even more fundamental for 
general analysis is the fact that all land 
value must be carried back historically 
to exploration and development—per- 
haps including predatory action in vari- 
ant measure. As far back as society can 
be reasonably assumed to have acted on 
socially rational principles, the resulting 
values will be equal to their costs, and 
the activities are like other investment 
production. (This is also true for in- 
dividualistic society, mutatis mutandis.) 
In reality, these activities are speculative 
in all degrees, the results in any particu- 
lar case (and to a lesser degree on the 
whele) more or less unpredictable and 
also affected by various “irrational” 
motives.° 

The most fatal objection, however, to 
the notion that the supply of any natural 
resource is fixed is the fact that it does 
not matter what “kind” of new agents or 
improvements are produced, as to physi- 
cal description, or whether these are 
fixed to a particular area, if they are 


* These facts mean that the relation between re- 
turn and cost in any particular case, and even on 
the whole, is affected by some mixture of error and 
the factors involved in the genesis of new knowledge, 
which are in part dealt with by probability reason- 
ing. This aspect of the situation will call for consid- 
eration later. 


“effective substitutes” for natural re- 
sources previously existing. For our 
purpose here “effective substitute” can 
be defined only in terms of the result in 
question—that the addition of new ca- 
pacity does not actually lead to dimin- 
ishing returns, when used in the best 
way, to effect increased satisfaction of 
given wants. 

Abstractly similar considerations, 
though concretely very different, apply 
to the laborer and the capacities which 
make him a productive agent. Clearly, 
to begin with, even birth rates are, in 
fact (in individualistic society), largely 
dependent on the economic opportunities 
which will be open to the offspring, i.e., 
on the income which they will be able to 
earn for their parents and later for them- 
selves. In a slave economy the connec- 
tion would presumably be close. For an 
integrated Crusonia, any definite as- 
sumption as to the distribution of in- 
vestment between this and other fields 
would have to rest on a prior arbitrary 
assumption as to the social structure. 
However, our purpose is limited to analy- 
sis at a very abstract level, and any 
principle of distribution of burdens and 
benefits among individuals, applied to 
the equalization of investment, will lead 
to the same general conclusion. The 
production of human infants indubitably 
involves costs in the only final mean- 
ing—a sacrifice of desirable alternatives 
(of increased satisfaction or decreased 
dissatisfaction). The balance here pre- 
sents special complications, but, if we 
assume rational behavior, some “eco- 
nomic” value must be assumed as a 
balancing item against every cost, and 
vice versa. Of course, there are ultimate 
limits to the multiplication of human 
beings, and declining returns must re- 
sult from continued investment in this 
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field; but this is true of any distinct 
species of capital goods. 

In the production of laborers the mat- 
ter of “quality” is far more important 
than that of quantity in the crude sense 
of numbers. A human being in the “raw” 
state would obviously be a liability, not 
an asset, and his economic value in later 
life must be imputed to expenditure 
(again on balance) in rearing and train- 
ing. These facts mean that, in terms of 
economic realities, the “laborer” of any 
type is essentially a capital good; the 
(social) sacrifice of consumption invested 
in producing labor-capacity could have 
been used to create productive capacity 
in other forms.*® 

The third member of the conventional 
trinity—capital goods—need only be 
mentioned: for if it is recognized as a 
distinct category it is to be defined as the 
class of agents subject to free augmenta- 
tion through investment. It is worth 
noting, with Dr. Hagen (op. cit., p. 842, 
n. 13), that all consumption goods are 
really productive agents, that the only 
final product is utility or, more accurate- 
ly, enjoyment or want-satisfaction. 


© In individualistic society the fact that the in- 
vestment is largely made by parents rather than the 
individual himself is immaterial, especially since the 
principle is the same as in the case of gift or inherit- 
ance of property. (The matter of effective substitu- 
tion is to be considered in the same way as in the 
case of “land.’’) 

The large role played by “‘noneconomic” utilities, 
i.e., such as are not directly measured in the market, 
in connection with laborers, both numbers and 
quality, would by itself make it impossible to get at 
the magnitudes in which we are interested by induc- 
tive investigation. Such investigation and impres- 
sionistic observation as have come to my attention 
point to the view that, on the average, the return to 
be expected irom investment in human beings is 
comparable to that obtainable in other forms of in- 
vestment, in spite of the fact that economic calcula- 
tion is not supposed to enter explicitly to any great 
extent. See, in particular, J. R. Walsh, “The Capital 
Concept Applied to Man,” Quarterly Journal of 
Economics, XLIX (1935), 255-85, and references 
there cited. 


Management, which is frequently listed 
in recent literature as a fourth “factor,” 
may also be passed over. Apart from new 
knowledge (to be discussed immediate- 
ly), management activities must be 
classed as labor. It is a more or less 
special kind of labor but, at best, differ- 
ent only in degree from other kinds, 
which are never purely mechanical but 
always involve some degree of “intel- 
ligence.”’ Directing the operative activi- 
ties of other individuals or answering 
their questions does not seem to be a 
ground for a distinction in kind, any 
more than other differences in concrete 
performance. Finally, the peculiar ca- 
pacities involved (in so far as they are 
peculiar) seem to present about the same 
indefinite complex of “nature” and 
“nurture” as other useful human ca- 
pacities, and managerial ability is to be 
brought into relation with rational in- 
vestment to about the same extent. 

For the purpose of a brief survey we 
may assume, or admit, that investment 
in both natural resources and laborers, 
as well as in capital goods (all in a com- 
mon-sense classification), is subject to 
diminishing returns under “given con- 
ditions.” The reason, in both cases, is 
presumably the twofold one which is 
familiar in the “Ricardian” or neo- 
classical analysis of rent. This should be 
so stated as to be free from the implica- 
tion that productive agents as things are 
sharply divided into classes from an 
economic point of view, or, in particular, 
are sharply distinguished into such as 
can and such as cannot be physically 
reduplicated. We must assume that man 
cannot change the fundamental ma- 
terial of which the world is made but can 
only cause it to take on new attributes of 
economic significance. On the one hand, 
there are qualities, in the natural en- 
vironment and in human beings, which 
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are not augmentable, so that new in- 
vestment will involve applying those 
which are augmentable in increased pro- 
portion to those which are not. On the 
other hand, there are “inferior” things, 
materials or “situations” in both cate- 
gories that are available for use, so that 
new investment involves recourse to 
lower grades (lower “quality” in the 
meaning of grade). Incidentally, Dr. 
Hagen takes account only of this second 
factor. Recourse to lower-grade agents 
and to more intensive exploitation of 
agents already in use may each be re- 
garded as mitigating the effect of the 
other, as making the decline in the rate of 
return slower or less steep to an indefinite 
degree than it would be in consequence 
of the other factor alone. 

With reference to new investment un- 
der given conditions, it should be noted 
that we must allow not merely for the 
production of “new” things or qualities 
but also for more or less extensive 


transformation of agents already in use. 
Moreover, we cannot realistically re- 
strict new investment to the satisfaction 
of exactly the same kind of wants, 
through increased flows of identically the 


same “utilities” or “satisfactions” or 
“subjective services.’ (The last of these 
terms is preferable to either of the others, 
freer from misleading implications.) The 
essential meaning of new investment un- 
der given conditions is the creation of 
any additional means which were pre- 
viously known, for the satisfaction (or 
more complete satisfaction) of wants 
which were previously known, or in 
some sense “present.” The difference be- 
tween change under given conditions and 
real innovation centers in the matter of 
new knowledge. However, before taking 
up that problem, it is in order to be clear 
about the meaning of the rate of return 
where productive capacity and wants are 


complex and the primary magnitudes in 
both classes are interrelated in a bound- 
less variety of ways. 

In this situation the rate of return is 
still determined at any time by technical 
conditions. But the assignment of numer- 
ical values to the different components of 
the rate rests on the estimation of mag- 
nitudes which have no objective measure 
and are only vaguely quantitative for 
thought. The return is an anticipated 
future accretion to total income, and the 
investment or cost is a portion of the 
consumption stream which is sacrificed 
over an interval of “present” time; or, 
more accurately, both are instantaneous 
“rates,” the one with the dimensions of a 
growth rate, the other with the single 
dimension of intensity. Comparison of 
such fractional portions of a potential 
satisfaction stream presents even greater 
difficulty than a quantitative com- 
parison of total satisfactions. The mag- 
nitudes entering into the rate must 
simply be taken as immediately known 
to the management of our unitary econ- 
omy, Crusonia." 

We have seen that, if all productive 
agents can be freely augmented by the 
use of all those which already exist, there 
will not be diminishing returns, for, if the 
growth of investment leads to progres- 
sive satiation of wants, it will affect in 
the same way the cost and the yield and 
consequently will not affect the rate. 
This is a constant or a variable depend- 
ing only on technological change and not 
upon the progress of investment. (If a 

1 On the measurement of income I shall not at- 
tempt here to add to what has been said by others, 
or specifically to what has been said by Dr. Hagen 
(op. cit., p. 849 and n. 21). In another study, which 
I hope to publish in the near future, it will be argued 
that total satisfaction must be treated as cardinal, 
that its curve has a negative second derivative as 
well as a positive first derivative, i.e., that diminish- 


ing incremental (or marginal) utility must be recog- 
nized as real. 
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state of complete satiety were ever 
reached, the rate would suddenly cease to 
be meaningful rather than become equal 
to zero.) 

Apart from technological retrogression, 
the only cause which can operate to pro- 
duce diminishing returns is an absolute 
limitation on the supply of some pro- 
ductive agents (an infinite cost of re- 
duplication, literal or by substitution). 
The progress of investment will then in- 
volve the use of existing agents to create 
new ones, none of which are perfect sub- 
stitutes for some of those in existence, 
i.e., the new group as a whole will be 
more complementary than competitive 
with some of the old. The change will 
produce an increase in the rent on the 
existing agents in question. If unused 
“inferior” agents are available for cost- 
less appropriation, these will be brought 
into use, and their rent will rise from 
zero to some positive value. Dimin- 
ishing returns can be real only with re- 
spect to some part of a productive sys- 
tem, not the whole. The successively 
smaller increments of income must re- 
sult from successive equal increments of 
investment as measured by cost in sacri- 
ficed income from productive agents (or 
some form of capacity) other than those 
(or that) in which the new investment is 
embodied. Investment which takes the 
same form (in the aggregate for “so- 
ciety”) as the source of the income sacri- 
ficed in making it cannot be subject to 
diminishing returns. 

I shall pass over the problem of new 
knowledge of wants, with the observa- 
tion that the distinction between old and 
new wants cannot be drawn objectively 
or very meaningfully, or changes defi- 
nitely affirmed to be a matter of new 
knowledge. Moreover, it is a familiar 
fact that in real life much investment 
actually takes the form of creating or 


changing consumers’ wants and that the 
result appears in the capital and profit- 
and-loss accounts of an enterprise, if its 
accounts are correct and complete. But 
this activity affects, in general, the wants 
of other people than the investor; and it 
is a very dark question how much mean- 
ing it has for an integrated society, or for 
an individual, to invest in the expansion 
or discovery of his own wants. Our as- 
sumptions will be taken to exclude the 
pursuit of knowledge for its own sake, as 
a “consumption good”; the appeal in 
this case is dependent on novelty, and 
anything which satisfies it should be con- 
sidered a real innovation—though this is 
not clearly true of such knowledge as 
answers questions previously recognized. 
Omitting this factor from consideration 
disposes of one of the three sets of con- 
ditions used to define the stationary econ- 
omy; and, since the investment in pro- 
ductive capacity embodied in things al- 
ready known has already been considered, 
there remains the problem of invest- 
ment in increased knowledge in the field 
of production. 

For convenience—or necessity, sepa- 
ration being impossible—we may refer to 
all increase in “useful” knowledge, re- 
gardless of what it is “about,” as im- 
provement in technology. That is, our 
problem is new knowledge of the “use- 
ful” properties or possibilities of ma- 
terials or agents of any kind, human or 
“physical” and natural or artificial, as 
well as discovery or invention of new proc- 
esses or new devices and of new prod- 
ucts viewed as new means for satisfying 
old wants. With reference to “capital 

” jin a common-sense meaning, 
this lumping-together of scientific re- 
search, invention, and development will 
hardly cause trouble; and in the field of 
natural resources it should be clear that 
it involves only a departure from habit- 
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ual forms of expression. In connection 
with human beings, a distinction be- 
tween knowledge about these productive 
agents and attributes of the agents them- 
selves presents difficulty; it must rest on 
a sharp separation between “manage- 
ment” and “labor.” Even in relation to 
physical things, we shall confront neces- 
sary yet unrealistic distinctions, in con- 
nection with the production of changes 
in the “known” properties of things or 
the ways in which they are usable in 
economic life. Ultimately, all knowledge 
is knowledge of attributes, as action 
affects attributes, not the ultimate sub- 
stance of the world. I shall follow com- 
mon sense in assuming that new knowl- 
edge of a thing does not itself change the 
object, except in the case of outright dis- 
covery of natural resources; as already 
pointed out, this is best viewed as pro- 
duction of the agents or materials re- 
vealed; but in other cases it is more con- 
venient to treat the knowledge itself as 
the product of the activity. 

The nature of thinking about change 
or explaining it or making it seem in- 
telligible is, of course, the central prob- 
lem in the methodology of scieuce. One 
of the early episodes in the recorded his- 
tory of thought is the “demonstration” 
of the unreality of all change, by the 
school of Zeno and Parmenides. This calls 
for mention here only because, in a sense, 
modern scientific thought does the same 
thing. It “explains” change by discover- 
ing unchanging “laws” in accord with 
which changes occur. Since science 
adopts the common-sense view of ex- 
perience, which relates it to objects of 
some kind rather than to disembodied 
events, this means that all change is 
accounted for in terms of “attributes,” 
which do not really change but merely 
differ at different points along their 
“time dimension.” In concrete terms 
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scientific explanation of any change 
consists in correlating it with other 
changes and ultimately with changes 
or processes which can be expressed 
as some function of time. Finding 
causes means only discovering and 
formulating these functional relations. 
It is assumed that a complete description 
of the world at any moment, including 
the changes taking place at that mo- 
ment, would make it theoretically pos- 
sible to describe it completely, for all 
time. This may be called the “literal” or 
simple scientific or mechanistic world 
view. (The interpretation of all change 
as motion, or rearrangement in space of 
unchang'ng particles, was the last step 
for classical physics; but we need not 
consider that theory or what relativity 
and quantum mechanics have done to 
it.) 

One of the early advances in modern 
thought was the development of the 
notion of probability and its mathemati- 
cal theory. The idea of chance grows out 
of recognition that in many cases the 
theory of simple linear causality or se- 
quence cannot be applied; prediction of 
a single event is impossible, but the 
course of events in a large class of similar 
cases can be predicted from a probability 
distribution. A simple example is the 
tossing of a coin, where it is impossible to 
know whether it will fall “heads” or 
“tails,” but it is known that in a suf- 
ficiently large number of throws the two 
results would be equally distributed. It 
is assumed that the necessity of recourse 
to this method is due to ignorance, that 
exhaustive knowledge of all the condi- 
tions would make it possible to predict 
the outcome of the individual case. 
There is no need here to go into the vari- 
ous questions which arise and which have 
been the subject of controversy for gen- 
erations, especially as to the meaning of 
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“randomness” and our knowledge of it. 
There is a categorical difference between 
such situations as games of chance, in 
which the probability can be calculated 
a priori, and those, typified by life in- 
surance, in which the distribution can 
be learned only by observation over 
time. In the second field, also, it is gen- 
erally assumed (perhaps not by strict 
logical necessity) that exhaustive knowl- 
edge of all the antecedents would lead to 
correct prediction in the individual case. 
The development of subatomic physics 
has led to the somewhat new idea of ab- 
solute contingency, in which not only 
must the distribution between occur- 
rence and nonoccurrence of a particular 
change be learned experimentally, but 
(it is supposed that) no theoretically pos- 
sible knowledge would enable men to 
predict the individual event. Yet it is as- 
sumed that the law of probability holds 
so accurately and that the number of 
cases in any class is so large that the 
course of events in most phenomena ob- 
servable by the senses is, for practical 
purposes, rigidly determined. 

These considerations become im- 
portant for the type of problem with 
which we are concerned here, because 
“scientific,” i.e., deterministic, reasoning 
both of the simple and of the probability 
form is applied to changes in human be- 
havior, specifically in relation to the sub- 
ject’s knowledge of what results will 
follow from his own actions (taking as 
given his preferences among “possible’’ 
results). I take it to be self-evident that 
if any such reasoning is applied rigorous- 
ly, “knowledge,” in the common-sense 
meaning, is ruled out as a factor in con- 
duct. All activity or choice is then purely 
a matter of reaction to a stimulus situa- 
tion or of “behavior” in the meaning the 
word carries for the path of a projectile 
or the landing of a coin, as the case may 


be. We need only mention the empirical 
difficulty that no one who observes hu- 
man behavior in any typical life-situa- 
tion, or talks about it, could possibly 
draw up a list of the alternative possibili- 
ties, and, a fortiori, no one could assign 
numerical values to their respective dis- 
tributional probabilities. What is de- 
cisive is the obvious fact that, if human 
acts are to be interpreted in terms of 
direct or probability causation, consist- 
ency would require the observer or ex- 
plainer to account for his own activity, 
in the way of predicting or explaining, in 
the same terms. But this clearly involves 
a contradiction even more acute than 
that of an object at the same time be- 
longing and not belonging in a specified 
class, for it would mean saying that one 
is not saying anything. 

We certainly must assume that human 
beings act purposively, with a view to 
realizing objectives, that human conduct 
is guided by knowledge of objectives and 
of the behavior adapted to achieving 
them, but that this knowledge is more 
or less uncertain. That is, human con- 
duct is affected by effort and error, as the 
behavior of inert objects is not; knowl- 
edge is somehow different from other 
antecedent causal conditions, and error 
somehow different from chance. If we 
know that the answer to a question is or 
will be a number, the fact does not enable 
us to assign any mathematical probabili- 
ty to its being any particular number. 

The real difficulty for our problem 
arises from the fact that all these views 
are true and false in all degrees. Realistic 
interpretation of conduct involves all 
sorts of mixtures of divergent conceptual 
types of causation and sequence. Un- 
questionably, behavior is largely caused, 
in the linear mechanistic sense; it is also 
partly a matter of probability, or must 
be <> treated; and it is partly directed by 
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effort to predict through knowledge, 
which is actually subject to a varying 
amount of error. Worse still, from the 
standpoint of theorizing about behavior 
in scientific terms, is the fact that activity 
is usually in part explorative. The actor 
endeavors to perfect and to increase 
his knowledge, as well as to use what 
he already had. This applies, in fact, 
to knowledge of ends as well as of proce- 
dures. As already observed, we abstract 
here from the motive of curiosity, i.e., 
acting just to see what will happen. But 
we cannot leave out of account the fact 
that lapse of time both answers and 
raises questions, or all experimenting 
with a view to increasing useful knowl- 
edge and so being able to act more “‘intel- 
ligently” on subsequent occasions similar 
enough to make the knowledge gained 
from a particular act contribute to this 
result. The difficulty is that no experi- 
mental behavior is either completely 
blind (not even suicide, in the mind of 
the actor) nor its result completely pre- 
dictable (or the probability of various 
possible results ascertainable). The sub- 
ject must have some notion of the nature 
of the actual consequences to be expected 
and of the increase in knowledge to be se- 
cured through an exploratory act, yet 
this knowledge must be incomplete, or 
the act is not experimental. Exploration 
is itself more or less “intelligent.” This 
limited knowledge, which directs the 
quest of new knowledge, and the quest 
itself, are the ultimate mysteries of “free”’ 
activity, or conduct, in contrast with 
mechanical response. 


V 


These considerations define the cen- 
tral difficulty in the theory of diminish- 
ing returns from new investment. It is 
practically impossible to imagine any 
investment activity in the real world 
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which is not in some degree rationally 
experimental, in the sense of being rea- 
sonably expected to lead to new knowl- 
edge having some enduring economic 
significance. That is, all investment con- 
sists, in part, of investment in new knowl- 
edge. Moreover, many of the most ordi- 
nary routine economic activities are in- 
herently explorative in some degree and 
are certain to involve some investment 
in (or disinvestment from) “things,” and 
also new knowledge, as they proceed. 
In the working of a mine, for example, 
the vein may grow thicker or thin- 
ner, richer or poorer, with any stroke 
of the pick or drill. This fact must be 
assumed to be known to the management 
and makes it unrealistic to exclude all 
driiling or excavation with exploration 
as the motive. There is obviously no 
place at which a line can be drawn be- 
tween exploration, research, and inven- 
tion and other rational activity. New and 
better ways of doing may come into use 
through unconscious drift, without 
knowledge in the sense of awareness or 
active learning. Or new knowledge may 
just happen, without effort or other cost. 
But it is also always being sought and 
sacrifices incurred to secure it, and that 
without any clear distinction between 
gratification of curiosity and permanent- 
ly useful results. Accurate analysis in 
terms of motives is hopelessly unrealis- 
tic. 

The amount of individual creative- 
ness involved in invention and discovery 
is notoriously exaggerated, romanticized, 
by practically everyone; this is proved 
by the astonishing frequency of dupli- 
cate simultaneous (or at least independ- 
ent) achievement of the same results by 
different individuals. Yet the production 
of valuable new knowledge at a cost is a 
real factor in economic life and must be 
taken into account as a field of invest- 
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ment. The quest of knowledge is a motive 
to action, and economic analysis must 
treat the result as a product and bring 
its value into relation with its cost. Ac- 
tually, such activity differs only in de- 
gree, with respect to the “aleatory”’ mo- 
tive, or uncertainty or chance, from the 
use of existing knowledge in the produc- 
tion of new productive agents more or 
less similar to existing types, or the im- 
provement of old ones.* 

The main issue in the whole problem of 
diminishing returns from progressive ac- 
cumulation centers in this phenomenon 
of investment in knowledge and its rela- 
tion to all other investment. The prob- 
lem is not solvable, either by a priori rea- 
soning or by empirical data. Numerous 
distinctions have to be made which are 
not even theoretically definable, and any 
judgment must be more or less impres- 
sionistic. It seems reasonable to believe, 
and it is generally assumed, that a de- 


2 It is interesting to speculate as to how far the 
“aleatory” factor as an element in motivation func- 
tions positively and how far negatively, how far or un- 
der what conditions a large class of acts involving more 
uncertainty or risk will on the average yield a larger 
return or a smaller return, in relation to the outlay, 
than a comparable class involving less uncertainty. 
The psychology of ordinary gambling indicates that 
uncertainty is more of a utility than a cost, and, in 
the writer’s opinion, this is true in business life. But 
we cannot even conceptually define the issue in a 
form in which it could be tested by quantitative 
data. There certainly is no measure of objective un- 
certainty, except “ex post,” by the distribution of 
the results; but this measure eliminates the uncer- 
tainty by reducing it to a known mathematical 
probability and fundamentally changes the nature 
of the problem. 

Any rigorous exclusion of uncertainty from eco- 
nomic activity, even under the most unprogressive 
conditions, not only is unrealistic but is ultimately 
a contradiction in terms. Some degree of uncertainty 
is undoubtedly necessary to make any activity in- 
teresting, or even to bring it above the threshold of 
consciousness. Ultimately, we confront the paradox 
that perfectly economic behavior is not economic 
behavior at all; apart from the possibility of error, it 
would not be motivated but would be simply a me- 
chanical response to a situation. 


cline in the rate of return is to be expect- 
ed from further investment, “under 
given conditions,” which means invest- 
ment in anything except new knowledge, 
taken in a humanly reasonable interpre- 
tation of the concept. With respect to the 
creation of useful knowledge, the essen- 
tial fact is the dual impossibility of isolat- 
ing expenditure for this purpose and 
predicting whether any expenditure will 
yield a smaller or a larger return than the 
expenditure itself, or computing any 
definite probability for the result. 

First, we must confront the fact that 
the future yield of any investment is 
never known until it is finally liquidated 
and consumed. In social terms this means 
that the society of which it is a part must 
be liquidated, which would mean the end 
of the world or, at least, of economic civ- 
ilization. We cannot prove that in any 
limited recent interval all investment 
has yielded any return, and it does not 
seem unreasonable to believe that, if all 
the significant magnitudes could be 
measured and the balance struck, the 
only form of investment which has final- 
ly yielded any real return, to society or 
the average individual, is the growth of 
knowledge, that multiplication of things 
has not, on the whole, been profitable. 
If we cannot answer such questions for 
the past, any statement about yields in 
the future is “prophecy” rather than 
science. We must also have in mind the 
limitations, already pointed out, to 
which the idea of a rate of return is sub- 
ject in a society using innumerable kinds 
of agents in a boundless variety of pro- 
ductive interrelationships to satisfy in- 
numerable wants. Numerical evaluation 
of the rate rests on estimation and com- 
parison of fractional portions of the total 
income. In the market economy, we as- 
sume that the main magnitudes in any 
small sector of the field of investment are 
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‘measured by exchange value, in com- 
parison with the field as a whole, and 
that the rate is the same all along the 
margin of investment. In reality, every 
such measure is a resultant of individual 
estimates, guesses, and unreflective re- 
sponses. It must also be kept in mind 
that an investment being made at any 
moment can be counted upon to yield a 
return only if the investor can foresee the 
future and make the necessary estimates 
far enough ahead to be sure of realizing, 
through actual consumption, more than 
the equivalent of the consumption sac- 
rificed in making the investment. At 
such rates of return as we are familiar 
with from loans or real investments con- 
sidered reasonably secure—dubiously as- 
sumed to correspond with the real yield 
of investment—and with the entire yield 
consumed (without reinvestment or dis- 
investment), this interval becomes a 
large fraction of the active life of a man. 
(At 4 per cent it is twenty-five years, and 
it is longer or shorter as a lower or a high- 
er figure is assumed for the going rate 
of yield; if any part of the yield is rein- 
vested, the interval is correspondingly 
lengthened, and it is reduced if any part 
of the capital is disinvested and con- 
sumed.) 

With respect to investment in new 
knowledge, we have to raise the question 
whether it is possible to treat knowledge 
as a productive factor, applied in definite 
and variable proportions to other factors 
or to the rest of the economic situation as 
a whole. Obviously, knowledge has no 
other unit of measurement than its cost, 
and if we are to speak of diminishing re- 
turns it must be in terms of a rate of yield 
on the investment. In a superficial view 
it seems reasonable to think of knowledge 
of the world as exhaustible, in something 
like the sense of mineral deposits, i.e., 
that it should constantly become neces- 


sary to “dig deeper,” with a presumption 
of increasing cost for a given result in 
new productive capacity measured by 
its yield. Under this assumption, invest- 
ment in knowledge would be subject to 
diminishing returns on its cost. As to the 
facts, there seem to be opposite impres- 
sions in the public mind. On the one 
hand, it is believed that research, inven- 
tion, and exploration are becoming more 
expensive; on the other hand, there is an 
impression that the advance of knowl- 
edge is cumulative at an increasing rate, 
that new discoveries open up more pre- 
sumptively solvable problems than they 
solve. (I know of no discussion of cost in 
relation to return in this field.) 


VI 


But all this really has little to do with 
the problem of a numerical rate of re- 
turn. It has been pointed out above that 
in a given state of knowledge there can- 
not be diminishing returns on invest- 
ment freely distributed over all known 
kinds of productive agents. Under this 
condition the state of knowledge fixes the 
rate, an advance in knowledge will raise 
it, and a retrogression lower it, as a mat- 
ter of definition. We can hardly think of 
new knowledge being applied produc- 
tively without considerable accompany- 
ing expenditure on new instruments. 
This is even more unrealistic than the 
converse case, previously discussed. New 
investment must be divided in some pro- 
portion between the production of new 
agents (of old or new forms) and pro- 
duction of new knowledge. We have as- 
sumed that, with the second factor re- 
duced to a “reasonable” minimum, in- 
vestment in new agents would be sub- 
ject to diminishing returns, because 
some kinds (or “grades”) of agents are 
not reduplicable. The only question it 
seems meaningful to ask about diminish- 
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ing returns, in a situation with open op- 
portunity for investment in either agents 
or knowledge, is whether or not invest- 
ment in the second field offsets, or more 
or less than offsets, the decline in the rate 
which would otherwise occur. 

We may first glance briefly at the facts 
as to what the history of the interest rate 
suggests with respect to the balance be- 
tween the opposed tendencies of invest- 
ment in new agents and in new knowl- 
edge. (Professor Taussig characterized 
the long-run trend of the interest rate as 
a race between accumulation and inven- 
tion, not recognizing that invention is a 
form of accumulation.) Economists have 
often commented on the relative con- 
stancy of the rate of interest over his- 
torical time and under varying condi- 
tions. In modern times, at least, where 
we have tolerable records and can speak 
of a reasonably effective capital market, 
there does not seem to be any definite 
secular trend in one direction or the other. 
Apart from war and disorganization due 
to depression, the history seems to be one 
of fluctuating balance between the two 
opposed sets of forces. It is, of course, 
proverbial that modern civilization has 
been characterized by unprecedented ex- 
tension of geographical and gec!logic 
knowledge and advance in science and 
technology. This fact makes it seem rea- 
sonable to argue that, “if” knowledge 
had been nearly stationary, the return 
on investment “would have” declined 
more or less rapidly, in consequence of 
the vast accumulation in the shape of 
new productive agents—including “na- 
tural resources” and “laborers” as to 
numbers and “skill” and other capaci- 
ties. However, our whole argument 
makes it questionable whether the one 
mode of progress without the other is a 
realistic supposition. 

In the absence of knowledge of causes 


which would make it possible to reason 
historically with any degree of confidence 
in terms of sleris paribus, we may at- 
tempt a further refinement of theory. 
The fact of human inability to foresee the 
future makes it easy to imagine psycho- 
logical conditions, particularly states of 
belief about the future, which would 
establish for a limited period nearly any 
situation in the investment market, or 
in the effective relative estimation of 
present and future income, which would 
correspond to this in Crusonia. An an- 
nouncement by astronomers (generally 
accepted as true) of a cosmic catastrophe 
which would destroy the world or all hu- 
man life, say, one year after the date of 
the announcement would presumably 
establish an infinite discount on all satis- 
factions to accrue beyond that date, a 
cessation of new investment, and a rush 
to “cash in” at any price, while the rate 
or rates of effective “time preference” 
over shorter periods would depend on so 
many psychological and technical factors 
that it is futile to speculate regarding it 
(or them). On the other hand, we may 
imagine an announcement of some event 
to occur at some approximate future date 
which would so increase the yield on in- 
vestment as to make everyone anxious to 
“save’’ during the intervening period, so 
as to be in a position to take advantage of 
the new situation. Such saving would 
take the form of short-lived goods and 
would involve storage cost and negative 
interest. Anyone who enjoys working 
with such puzzles may think out possi- 
bilities and their consequences in virtu- 
ally unlimited variety. For the long run 
the only workable assumption is that, on 
the whole, men know what they are do- 
ing and behave rationally. At least this 
assumption, dubious as it is, is required 
for the application of economic analysis. 
Under this condition, demand and sup- 
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ply will establish a “price” ratio between 
present and future income and wealth 
equal to the real rate of return, deter- 
mined by technical conditions. 

Our concern in this article is with the 
opposite problem, the trend of this real 
rate of return. What is to be added here 
in the way of theoretical analysis may be 
oriented to our original question, 
whether the progress of investment 
might finally reduce the rate to zero, i.e., 
establish such conditions that a society 
willing to invest at any rate, however low, 
would find no opportunity open for do- 
ing so. It is not difficult to formulate in 
grammatical terms, or in mathematical 
symbols, conditions under which the re- 
turn would be zero. The simplest general 
condition is that all desires would be 
satisfied; but, as has been pointed out, 
this means a noneconomic world in which 
the notion of a return is meaningless 
rather than that the rate is zero. With 
known desires left unsatisfied, and given 
a disposition to sacrifice current con- 
sumption for a higher level of satisfaction 
in the future, the return will be zero only 
if it is impossible to create any additional 
“permanent” productive capacity what- 
ever at a finite cost. For the moment this 
is taken to mean that such production is 
impossible without adding to the existing 
stock of knowledge, “reasonably inter- 
preted.” 

Permanent productive capacity may 
mean new agents which will literally en- 
dure forever and the use of which will 
add to the total social income, or it 
may mean the literally permanent “im- 
provement” of any permanent existing 
agent. But, since it is doubtful whether 
we can realistically think of any pro- 
ductive agent as requiring no mainte- 
nance expenditure whatever, we have to 
think rather of the creation at a finite 


cost of a new agent or an improvement 
which is “worth” perpetual maintenance. 
A permanent improvement worth mak- 
ing means any change in an existing 
agent which will increase its total yield 
of ultimate satisfaction during its useful 
life—including the result of extending 
its life—in excess of the total satisfaction 
sacrificed in order to make the change, 
without discounting the return for futu- 
rity, however remote may be the time at 
which it will be enjoyed. The gross 
rental value or “hire” of every agent 
would then be equai to its (perpetual) 
maintenance cost, its net rental equal 
to zero, an@ agents having no main- 
tenance cost would be literally free 
goods. Whether this is conceivable or not 
is a question that is indefinitely arguable 
and hence practically unarguable. 

The meaning of maintenance cost 
next calls for consideration. To begin 
with, the distinction between mainte- 
nance and replacement is in most ordi- 
nary cases an arbitrary one. Even lubri- 
cating a machine is a matter of replace- 
ment—of the lubricant, as it wears out or 
deteriorates; and the lubricant is proper- 
ly a “part” of the machine. And any 
unit or item we may think of as requir- 
ing periodical replacement is always a 
part in some larger “organic unit,” up to 
the productive equipment of the world as 
a whole. Perhaps “cleaning,” in cases 
where it is impossible or uneconomical to 
protect permanently a useful object from 
harmful accretions from without (or 
other damage) by use of other agents, is a 
real case of maintenance which cannot 
realistically be viewed as the replace- 
ment of something. Again, there is no 
clear line between maintenance of some- 
thing and other costs of use. 

It is somewhat difficult to make this 


‘notion of complete absence of mainte- 
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nance cost meaningful, but it is realized 
for practical purposes under either of two 
conditions. One is the case of useful ob- 
jects which will be made permanently 
durable by incurring a regular mainte- 
nance cost which is small in comparison 
with their current yield in ultimate con- 
sumer satisfaction. Possibilities may be 
thought of with respect to “indirect” 
agents, things used to produce other 
things, at practically any point in any 
technical production sequence. “‘Perma- 
nent improvements” on land would be a 
case in point. But a simpler case to con- 
sider, and one which involves all issues of 
principle, is that of final or direct sources 
of satisfaction—what are usually referred 
to as “durable consumers’ goods.” And 
among such goods the clearest example, 
again, is works of art, as usually classi- 
fied, which are commonly described as 
“immortal.” (Our assumption eliminat- 
ing changes in wants excludes reduction 
of the value of such objects through 
changes in taste.) There is the difficulty 
that such objects typically acquire in- 
creased value with age, as they become 
more and more “antique,” and so acquire 
prestige and also accumulate historical 
associations. Question may be raised as 
to whether such “utilities” should not be 
dismissed as “‘irrational’’; and for the 
purpose of the argument (i.e., for side- 
stepping futile argument) we may take 
this position. We should doubtless also 
eliminate all special utility due to “au- 
thenticity,” as the creation of some 
famous artist. This means limiting the 
service value of all such goods to the im- 
mediate aesthetic satisfaction which they 
yield. It must then be assumed also that 
they will be mechanically reduplicated to 
the extent economically justified by the 
cost in relation to the immediate aesthet- 
ic satisfaction they yield, allowing for 


inaccuracy in reproduction which is re- 
cognizable as inferiority." 

The second condition mentioned a- 
bove, which even more closely approxi- 
mates a literal absence of all mainte- 
nance cost, is that all such activities or 
outlays may in themselves yield an ex- 
cess of satisfaction over sacrifice (of 
“utility” over “disutility”). In other 
words, maintenance may be “a labor of 
love” or might come under the rubric of 
piay. Of course, no one would seriously 
think of trying to disentangle the posi- 
tive and negative satisfactions and eval- 
uate them separately. Similar considera- 
tions may also apply to the initial pro- 
duction of any new object; the principle 
of interesting activity sets limits to the 
realism of all economic analysis in terms 
of rational quantitative comparison. 

To the extent that any work of art, or 
other object, is subject to mechanical re- 
duplication, it is, of course, replaceable, 
in case the original is not immortal in the 
sense of being worth preserving indefi- 
nitely (or if reduplication is cheaper). 

To the extent that a work of art or 
useful device is a new creation and not 
the result of reduplication, an additional 
element—“design”—is involved in its 
production, which must be classed 
as an addition to knowledge. One 


13 It may be noted that this is already taken as a 
matter of course in the case of literary works, and 
virtually the same condition prevails in the case of 
sculpture; “originals” still have a distinctive and 
often a fancy value, but this canffbt be imputed to 
any aesthetic quality. More often it is rather like 
the case of diamonds which practically no one would 
have as a gift if they were not so expensive that few 
people can afford them. We cannot assume that such 
values as pride of exclusive possession or “‘vanity”’ 
would be entirely absent in an integrated society, 
but most of them would presumably disappear. 
(Such interests also operate, along with public spirit, 
to get great art placed on exhibition and made a 
free good, and this is typical for architecture, in its 
external features.) 
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condition necessary to a zero rate of 
return on investment is that society 
should reach a state in which it would be 
“impossible” to create at any cost any- 
thing “new,” in this sense, which would 
be worth preserving, as a physical ob- 
ject or as a design. 

It may seem that a serious question 
arises in connection with such objects, 
through the possibility of “obsolescence” 
of the knowledge embodied in them (i.e., 
of the “pattern”) through subsequent 
creation of objects “superior” in grade 
but so similar in kind that it would no 
longer be worth while to preserve the 
older achievement. This probability may 
or may not be increased if the value is 
restricted to intrinsic aesthetic appeal, 
excluding all merely “historical” con- 
siderations. Obsolescence has undoubt- 
edly happened in works of art, where 
these considerations have been present 
and operating. However, even the 
“scrapping” of the design of an object 
does not necessarily imply the scrapping 
of the knowledge represented by its 
creation. It is rather more reasonable to 
assume that this knowledge is carried 
forward in the new objects whose crea- 
tion causes the old to become obsolete. 
Knowledge is in general cumulative, 
which means that what is possessed at 
any time is instrumental and necessary 
to new discoveries which will supersede 
it. This assumption is particularly valid 
from the social point of view, and it be- 
comes imperative in so far as we assume 
that the management of Crusonia ap- 
plies new knowledge, in making new pro- 
ductive agents and developing new proc- 
esses, in the light of adequate foresight 
of the future. 

With respect to the maintenance of 
knowledge once acquired, the field of 
technology, in the usual meaning, pre- 
sents a technical difference from that of 
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works of art in that a discovery may be 
worked out in thought and recorded in 
symbols without actual embodiment in 
an object which might be used in pro- 
duction. However, this is a mere detail, 
and the possibility is rather limited in 
fact. Either a work of art or an invention, 
and even a scientific discovery, is likely 
to be incorporated in an experimental 
model or apparatus in connection with 
the author’s creative work. In either 
case the experimental model might be 
preserved as a basis for further develop- 
ment without being put to use—looked 
at or “‘exhibited,” in the case of the art 
work. 

The major difficulty is that of think- 
ing of the creation of new knowledge in 
any form, either quantitatively, in terms 
of rational investment directed by fore- 
sight of consequences and motivated by 
the “utilitarian” value of the result fore- 
seen in the individual case (or as a proba- 
bility calculation) or without this charac- 
ter. This ambiguity as to the quanti- 
tative character of concepts is an ulti- 
mate limitation of economic analysis 
and of the “economic” interpretation of 
“economic” behavior. I have commented 
sufficiently on the theoretical contradic- 
tion involved in predicting advances in 
knowledge—since to predict them in de- 
tail would be to make them. Consequent- 
ly, we can hardly think of anyone “know- 
ing” the return (actual or probable) to 
be anticipated from any investment 
when it is made, or whether there will 
finally be any net return. 

In view of the unrealism of prediction 
at this level and even of discussing the 
problem in terms of principles of eco- 
nomic behavior, it is scarcely pertinent 
to do more than formulate the question 
as to how much meaning there is in 
thinking of a social situation in which the 
return on investment would be zero, as a 
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hypothetical prospect. Even excluding 
the possibility of profitable investment 
in new knowledge, in a realistic interpre- 
tation, we confront the conditions al- 
ready sketched a few pages back with re- 
spect to the production of new agents. 
To make this exclusion, we have to think 
of humanity’s reaching such a condition 
of omniscience that no advance in knowl- 
edge would be worth its cost, in utilitarian 
terms. If this condition ever arrived, no 
one could possibly know it. The idea of 
such knowledge is contradictory to the 
meaning of experimental or explorative 
action. On the other hand, it is impos- 
sible to “know” at any time, including 
the present moment, that it has not al- 
ready arrived. 

Action based on any foreseen conse- 
quences as a motive always involves 
some element of faith, in contrast with 
strict knowledge. The faith is more or 
less reasonable, a matter of judgment on 
grounds which lie outside the field of 


empirical science and mathematical log- 
ic. It is also false to say that men’s judg- 


ments predicting the future from the 
past rest on “probability,” though judg- 
ments in the probability form have some 
value for prediction. In such statements 
“probability” has a meaning entirely 
different from that of the mathematics of 
permutations and combinations, or. of 
actuarial science. An effort to form a 
judgment as to the reasonable possibility 
that the return on investment might fall 
to zero can appeal only to what we know, 
i.e., our confident and reasonable belief 
about the possibilities of economic prog- 
ress. It is hardly worth while to suggest 
any breakdown of the field of invest- 
ment; but one may refer to what is uni- 
versally believed by those who know 
most about the possibilities of compe- 
tently directed research in such fields as 
geology, organic and physical chemistry, 
and animal biology, in which only begin- 
nings have recently been made, to say 
nothing of such “gambles” as the quest 
of entirely new sources of power through 
tapping subatomic energy. 
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ECONOMIC IMPLICATIONS OF RENEGOTIATION OF 
GOVERNMENT CONTRACTS 


C. LAWRENCE CHRISTENSON 


I, THE LEGAL BASIS FOR RENEGOTIA- 
TION OF GOVERNMENT CONTRACTS 


A. THE ORIGINAL RENEGOTIATION LAW 


AMENTALLY the problem of eco- 
nomic mobilization for war in a 
democracy is that of encouraging 
a maximum of production while at the 
same time appropriating by one process 
or another an increasing proportion of 
the total output of individuals for uses 
from which they derive no direct and im- 
mediate private benefit. Under a free- 
enterprise economy this is indeed an ex- 
ceedingly delicate task, for it goes as far 
toward contradicting the principles of 
the free-enterprise economy as may well 
be done without destroying them entire- 
ly. Yet this dualism in the operation of a 
private-enterprise economy under war 
conditions is inherent in the very nature 
of the case if all efforts are to be concen- 
trated on the single goal of winning the 
war. For the maintenance of public mo- 
rale under these conditions, nothing would 
seem more important than a general con- 
viction that the vast and increasing ap- 
propriations for public use are taking 
place in an equitable manner. To accom- 
plish the development of this conviction 
requires the skilful resort to numerous in- 
struments of economic control. Special 
amortization provisions, excess profits 
taxes, rationing and allocation, direct 
price control, renegotiation of govern- 
ment contracts—these are all aspects of 
the government’s attempt to encourage 
maximum production within the frame- 
work of private enterprise while at the 
same time appropriating a large part of 
private production for public use. 


It is our purpose here to examine the 
process of renegotiation of government 
contracts from the standpoint of some of 
its economic implications and, in so far 
as the record will permit, to review the 
significance of the use of this instrument 
in the conduct of the war economy of the 
United States.’ 


* There are three important primary sets of 
documents dealing with the subject of renegotiation 
of government contracts. First, there are two 
volumes of Hearings before the Committee on Finance 
on Section 403 of Public Law Numbered 528. Part I, 
before the full finance committee, reports the 
hearing held September 22, 1942. (It will hereafter 
be cited as “Hearings, September 22, 1942.”’) Part II 
(which is not specifically so labeled) reports the 
hearings of September 29 and 30, 1942, before a 
subcommittee of the Senate Committee on Finance. 
(It will hereafter be cited as “Hearings, September 
29-30, 1942.”) 

Second, there are a series of reports by the 
Senate committee known officially as the Special 
Committee Investigating the Defense Program pur- 
suant to Senate Resolution 71 of the Seventy-seventh 
Congress (commonly known as the Truman Com- 
mittee). The reports of this committee of special 
interest here are all to the Seventy-eighth Congress 
and are numbered. The principal one for our pur- 
pose is No. 10, Part V, entitled Renegotiation of War 
Contracts and dated March 30, 1943. (This will 
hereafter be cited as “Senate Report, No. 10, Part 
V.”) 

Third, there are the Hearings before the Com- 
mittee on Naval Affairs of the House of Repre- 
sentatives, 78th Cong. (commonly known as the 
Vinson Committee), pursuant to H.R. 30. These 
hearings were held during the period June 10-30, 
1943. Volume II covering these hearings is en- 
titled Renegotiation of War Contracts. (This will 
hereafter be cited “Naval A fairs Hearings.””) This is 
perhaps the most valuable single source of in- 
formation concerning the actual operation of the 
renegotiation act. The volume is replete with docu- 
ments criticizing as well as supporting the re- 
negotiation procedure. The Vinson Committee pre- 
pared also a report based on the Naval A fairs Hear- 
ings, 78th Cong. 1st sess., House Report No. 733, 
Renegotiation of War Contracts, October 7, 1043- 
(This will hereafter be cited as “House Report, No. 
733-”) 
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In spite of many protests voiced 
against the procedure of renegotiation, 
the legal basis is simple and clear. The 
government as a buyer can define the 
terms on which it will purchase. So, even 
in the absence of any specific legislation, 
procurement officers of the federal gov- 
ernment, acting within the scope of their 
authority as purchasing agents, might 
adopt the policy of making contracts 
with suppliers which would include pro- 
vision for review of prices before final 
settlement of accounts. 

The current practice of renegotiating 
prices on United States government con- 
tracts, however, rests on a more specific 
authorization than the general power of 
government officials as purchasing 
agents. To place this authorization in its 
proper perspective it must not be forgot- 
ten that considerable renegotiation, often 
with voluntary encouragement from con- 
tractors, had actually taken place on 
government contracts even prior to the 
adopting of special legislation.* The 
specific authorization under which the 
current renegotiation takes place is origi- 
nated in section 403 of the Sixth National 
Defense Appropriation Act approved 
April 28, 1942. This original measure has 
been amended three times: first in Octo- 
ber, 1942, and twice during July, 1943.’ 

* Naval A fairs Hearings, pp. 1068 ff. 


3 The four measures constituting the specific 
legal basis for renegotiation therefore are: 

a) Sec. 403, Sixth National Defense Appropriation 
Act, 1942 (Public Law 528, 77th Cong.). Ap- 
proved April 28, 1942 (56 Stat. 245). (This is the 
measure which, with subsequent amendments, is 
commonly referred to as the renegotiation act.) 
Sec. 802, Revenue Act 1942 (Public Law 753, 
77th Cong.). Approved October 21, 1942 (56 
Stat. 982). 

Military Appropriation Act, 1944 (Public Law 
108, 78th Cong.). Approved July 1, 1943 (U.S. 
Code Congressional Service, IV [1943], 326). 

An Act To Prevent Payment of Excessive Fees, 
Etc. (Public Law 149, 78th Cong.). Approved 
July 14, 1043 (U.S. Code Congressional Service, 
V [1943], 523-24). 


Proposals for further amendment were 
before Congress as this article was going 
to press (January, 1944).‘ 

The original law applied only to con- 
tracts involving business of the War De- 
partment, the Navy Department, and 
the Maritime Commission, but the 
amendment of October, 1942, extended 
the provisions of the act to contracts 
made with the Treasury Department as 
well. The Military Appropriation Act 
of 1944, while not concerned directly 
with any other aspect of the renegotia- 
tion procedure, extended the application 
of the renegotiation act to the Recon- 
struction Finance Corporation subsidi- 
aries: Defense Plant Corporation, De- 
fense Supplies Corporation, Metals Re- 
serve Company, and Rubber Reserve 
Company. Although not covered by spe- 
cific statutory provision, the War Ship- 
ping Administration, which was origi- 
nally set up by an executive order trans- 
ferring certain functions from the Mari- 
time Commission, operates under the re- 
negotiation act by virtue of executive 
order.’ While it is quite probable, there- 
fore, that the renegotiation procedure ap- 
plies to the bulk of federal procurement 
for war purposes, there are still substan- 

‘Although final action on these proposals 
occurred too late to take account of them here, the 
basic analysis of the text remains relevant even 
though some details of the renegotiation process may 
be modified. One set of proposals for modification 
appeared in H.R. 3687, which was passed by the 
House of Representatives November 24, 10943. 
Among the more important changes proposed by 
H.R. 3687 were: (1) raising the contractors’ re- 
negotiable-fiscal-year-sales limit from $100,000 to 
$500,000; (2) formal provision for centralized con- 
trol of administration and review of all renegotia- 
tion through the setting-up of a new War Contracts 
Price Adjustment Board; and (3) explicit provision 
for the right of appeal by the contractor from orders 
of the Board to the Tax Court of the United States. 


5 See House Report, No. 733, p. 21. Representa- 
tives of W.S.A. have asked Congress to amend 
sec. 403 so as to remove all doubt about W.S.A.’s 
authority to renegotiate. 
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tial amounts of government pur-hascs 
that are not covered by the renegotiation 
act. Thus, for example, certain purchases 
for Lend-Lease use, including those of 
the Department of Agriculture, are not 
covered by the act, nor are those of the 
National Housing Agency, the Office of 
Economic Warfare, or the Office of 
Strategic Services.‘ Following the ter- 
minology of the renegotiation act itself, 


it will simplify matters if we refer to all 


the agencies covered by the act as “de- 
partments” and to the administrative 
official in charge as “secretary.” 

The renegotiation act “authorized and 
directed” the secretary of each of the 
covered departments to insert in any 
contract for an amount in excess of $100,- 
ooo a provision for renegotiation of the 
price “at a period or periods” when in his 
judgment “profits can be determined 
with reasonable certainty.” It also re- 
quired the insertion in such contracts of 
a provision for retention or recovery by 
the United States of any portion of the 
original contract sum found to represent 
“excessive profits.” It further required 
that all such contracts with prime con- 
tractors should include terms which 
would assure the extension of similar 
provisions to subcontractors. The act 
contained no definition of “subcontrac- 
tor” and presumably was subject to the 
interpretation that the prime contractor 
would have the responsibility of extend- 
ing provisions for renegotiation through 
several layers of subcontracting. 

The provisic «s specified above applied 
only to new contracts made subsequent 
to the enactment of section 403. Subsec- 
tion (c), however, went beyond this and 
applied the same principles to all con- 
tracts previously made and imposed a 
positive responsibility for renegotiation. 


6 Tbid., pp. 24-28. 


Thus each of the departments involved 
was “authorized and directed” to rene- 
gotiate the terms of any contract or sub- 
contract without respect to the amount 
involved,’ provided that “final payment 
pursuant to such contract or subcon- 
tract had not been made prior to the date 
of enactment” (April 28, 1942). Hence, 
with regard to already outstanding con- 
tracts where final payment had not been 
made, provision for renegotiation was 
made retroactive regardless of whether or 
not this had been provided for specifical- 
ly in making the original agreement.* 

The law also set up some very general 
instructions as to allowable costs in the 
determination of the amount of profits. 
Thus the departments were instructed 
not to make “any allowance for any sal- 
aries, bonuses, or other compensation 
paid by a contractor to its officers or em- 
ployees in excess of a reasonable amount” 
and not to “make allowance for any ex- 
cessive reserves set up by the contractor 
or for any costs incurred by the con- 
tractor which are excessive and unreason- 
able.” 

These provisions, which authorize the 
departments (1) to provide specifically 
for renegotiation in contracts in excess of 
$100,000; (2) to proceed with renegotia- 

7 This feature was changed by amendment in 
October, 1942 (see below, pp. 52 f). 


*Doubts have been expressed concerning 
propriety of the renegotiation act from the constitu- 
tional point of view, particularly as to the retro- 
active feature. For a detailed brief which supports 
the opinion that “the law, insofar as it purports to 
provide for renegotiation of war contracts dated 
prior to April 28, 1942, is unconstitutional” see 
Naval Affairs Hearings, pp. 1046-57. In a sup- 
plementary statement to this brief prepared by the 
same legal firm, however, there is the admission: 
“that the law would be declared unconstitutional by 
the Supreme Court with reference to past con- 
tracts is not indisputable. We are aware of the fact 
that the government could present a convincing case 
that the law should even be held constitutional with 
reference to past contracts” (ibid., p. 1056). 
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tion on all contracts unsettled prior to 
April 28, 1942, at the discretion of the 
department; and (3) to refuse cost allow- 
ances which are considered “unreason- 
able,” constitute the heart of the renego- 
tiation act. 

Other minor provisions of section 403 
included specifications of the power of 
the buying agency to call for financial 
statements and the capacity of the head 
of each agency to redelegate powers 
vested in him under this law. The final 
paragraph of the measure provided for its 
termination three years after the end of 
the present war. 


B. AMENDMENTS TO THE LAW 


To consider the removal of some of the 
uncertainties of this original law, hear- 
ings were held in the fall of 1942. Some of 
the most perplexing of these uncertain- 
ties from an administrative point of view 
had already been solved in a practical 


way by the operating departments in- 
volved. Thus, although it was not com- 
pletely clear as to whether the renegotia- 
tion mandate of Congress required action 
by the procurement agency on an indi- 
vidual contract basis, the practice had 
already been established: by the fall of 
1942 that renegotiation would be on an 
over-all basis for the entire government 
business of any particular contractor.® 
Also, although the language of the law 
itself left some doubt, the procurement 
agencies had assumed, supported by 
Treasury interpretation, that any excess 
profits taxes paid on government busi- 
ness later subjected to renegotiation 
should be allowed as credit against the 
downward revision in the contract price.” 


* See testimony of Undersecretary Patterson in 
Hearings, September 29-30, 1942, pp. 16-17. 

1° See letter of the general counsel of the Treasury 
Department to Senator Walsh, October 2, 1942 
(ibid., pp. 143-44). 


A further element of uncertainty arose 
out of the doubts as to whether the pro- 
curing departments had power to assure 
any contractor that a particular renegoti- 
ation could be regarded as final. 

The law as revised in October, 1942, 
reflects the proposals of the War Depart- 
ment, joined by the Navy Department 
and the Maritime Commission, to deal 
with such uncertainties as these. Thus, 
in its new form, section 403(c)-(4) ex- 
plicitly provided that final agreement 
could be made by the departments in- 
volved “for the discharge of any liabil- 
ity for excessive profits.”” Under this pro- 
vision, therefore, the secretary of the de- 
partment involved may assure contrac- 
tors that, after renegotiation, the new 
settlement is final and will not later be 
called into question by any government 
official. 

The covered agencies engaged in pro- 
curement also may now provide that “‘re- 
negotiation shall apply only to a portion 
of the contract or subcontract or shall 
not apply to performance during a speci- 
fied period or periods.’™ By this provi- 
sion the department has been granted 
discretion to eliminate from the renego- 
tiation procedure any contract in which 
an advance firm price can be considered 
adequate protection of the government 
interest. This may be either because the 
costs can be predicted with reasonable 
accuracy or because the department may 
want to encourage a somewhat generous 
“target” price during an experimental 
period, or for other conclusive reasons.” 


** Sec. 403(b)-(4). 


"2 Target-pricing under short-term contracts is 
the Canadian counterpart of renegotiation. While 
the short contract not subject to renegotiation 
but with terms subject to change on renewal has the 
definite advantage of avoiding any doubts as to con- 
stitutionality of procedure, it is difficult to see how 
such short-term contracting can yield significantly 
different substantive results from those of re- 
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As finally amended, the subcontractor 
definition (subsec. [a], par. 5) was made 
broad in its scope so as to include “any 
purchase order or agreement to perform 
all or any part of the work or to make or 
furnish any article, required for the per- 
formance of any other contract or sub- 
contract.” However, in addition to ex- 
emptions which were made discretionary 
with the departments, certain specific ex- 
emptions were written into the act. 
Among these was the provision that the 
act would not apply to any contract or 
subcontract “for the product of a mine, 
oil or gas well, or other mineral or nat- 
ural deposit, or timber, which has not 
been processed, refined or treated beyond 
the first form or state suitable for indus- 
trial use.’’* 

In its new form the law, in subsection 
(c), paragraph 1, makes explicit the pow- 
er of the operating agencies to renegoti- 
ate with respect to the entire government 
business of a contractor rather than on 
the basis of each individual contract. In 
this same subsection (par. 6) the renego- 
tiation process is now explicitly limited 
to those contractors whose total govern- 
ment business exceeds $100,000 in the 
contractor’s fiscal year. When later in 
July, 1943, Congress made it clear by 
further amendment that it was not the 
intent of this limitation to exclude from 
review the fees of so-called “renegotia- 
tion experts” and contractors’ agents, 
such agents were defined as “subcon- 


negotiation under longer-term purchases. For an 
early comparative study of United States and 
Canadian practice which was made before there 
was any significant experience record on either side, 
see James R. Withrow, Jr., “The Control of War 
Profits in United States and Canada,” University of 
Pennsylvania Law Review, XCI (1942), 194-232. 


13 For this and other exemptions see subsec. (i) 
and subsec. (c), par. 6. 


tractors.’”"4 Paragraph 6 was, therefore, 
amended again so as to make fees of such 
subcontractors which were in excess of 
$25,000 in any fiscal year subject to re- 
negotiation. With this exception, the 
$100,000 limit continues, although vari- 
ous sources have proposed further 
amendment to exempt all government 
contractors with annual volume of less 
than $500,000. Also, in order to make 
sure that contractors are not charged 
with excess profits taxes on profits which 
are later eliminated through renegotia- 
tion, subsection (c), paragraph 3, ex- 
plicitly authorizes the allowance of cred- 
its for income and excess profits taxes al- 
ready paid in the determination of “ex- 
cessive” profits under the renegotiation 
procedure. The same subsection also 
brings renegotiation procedure more 
nearly in line with the federal income 
tax by providing for the recognition of 
“the properly applicable exclusions and 
deductions of the character which the 
contractor or subcontractor is allowed 
under chapter 1 and chapter 2E of the 
Internal Revenue Code." 

The October, 1942, revision, more- 
over, set up machinery to speed up re- 
moval of uncertainty by permitting con- 
tractors and subcontractors to file state- 
ments of actual cost of production for 
any fiscal year with the appropriate pro- 
curement departments. Unless the de- 
partment involved takes action within 
one year after the filing of such state- 
ments, it loses the power to renegotiate 


*4 The sole purpose of Public Law 149 was to 
take care of this problem. To accomplish this, it was 
necessary to modify the language of the act in sub- 
sec. (a), par. 5, subsec. (b), par. 3, subsec. (c), par. 6, 
and subsec. (e). 

+S For information as to actual handling of these 
allowances see “Joint Price Adjustment Board In- 
terpretation,” No. 5, reproduced in Naval Affairs 
Hearings, pp. 1034-37. 
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on business covered by the filed state- 
ments. In addition to this, the contrac- 
tors were similarly protected against de- 
layed renegotiation procedures even 
without filing of costs where contracts 
should have been terminated. Thus sub- 
section (c), paragraph 6, indicates that 
“no renegotiation of a contract price 
pursuant to any provision therefor, or 
otherwise, shall be commenced by the 
secretary more than one year after the 
close of the fiscal year of the contractor 
or subcontractor within which comple- 
tion or termination of the contract or 
subcontract as determined by the secre- 
tary, occurs.” It appears, therefore, that, 
once a particular department has deter- 
mined that a contract has been terminat- 
ed, it must proceed with renegotiations 
within twelve months from the date of 
termination or lose the power to do so. 

According to William L. Marbury, 


counsel for the War Department, in a 
statement before the Senate Committee 
on Finance, the amendments as adopted 
were not radically different from the War 
Department proposals or from already 
established practice: 


Most of these proposed amendments merely 
give explicit sanction to the procedures and 
practices being followed in negotiation under 
the statute. They do not change existing policy 
or purpose. Such clarifying amendments are de- 
sirable, however, in a statute of such wide ap- 
plication and importance, in order to remove 
any doubts as to the power and procedure of 
the negotiating boards in carrying on opera- 
tions, and to reassure contractors in their deal- 
ings with the boards. The more important of 
the proposed amendments are the amendment 
covering express authority for over-all renego- 
tiation, the amendment providing for final and 
other agreements, and the amendment defining 
the term “‘subcontract.’** 


16 Hearings, Seplember 22, 1942, Pp. 40. 


Il. THE THEORY OF CONTRACT 
RENEGOTIATION 


A. SPECIAL FEATURES OF THE BUYER-SELLER 
RELATIONSHIP IN WARTIME PROCUREMENT 


The purpose of the renegotiation 
process arises out of the peculiar circum- 
stances under which pricing of commod- 
ities purchased under government con- 
tract during wartime actually takes 
place. From the standpoint of the seller, 
such business is characterized, first of all, 
by its temporary nature.’ For a large 
part of the commodities purchased for 
military use, it is expected that there will 
be little or no “repeat business.” Where 
there is a real alternative to the accept- 
ance of government contracts, this will 
have an important bearing on the terms 
under which the government is able to 
induce production. Second, sales are like- 
ly to involve many commodities which 
have never been made before, so that 
there may be little cost experience. 
Third, even on such repeat business as 
there may be, specifications may be 
changed several times during the course 
of work on a particular contract. Finally, 
the production for government use dur- 
ing wartime of even the more common 
standardized articles takes place under 
such changed conditions that the peace- 
time cost factors become obsolete. In 
this connection two items of especial im- 
portance are changes in quantities and 
changes in the nature of sales effort. Fre- 
quently both these items may work in 
the direction of lower unit costs, but they 
do not necessarily do so. 

From the standpoint of the govern- 
ment as a buyer, there are at least three 
features of the bargaining position which 
call for attention. First, for a large pro- 


*7 Cf. J. R. Hicks ef al., The Taxation of War 
Wealth (Oxford, 1941), pp. 45 ff. 
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portion of commodities subject to the 
procurement program the government is 
the only buyer. Presumably, this monop- 
sonistic position should greatly strength- 
en the buyer’s hand; it would ordinarily 
be considered a tremendous bargaining 
advantage. The buyer’s advantage in 
this respect, however, is in part neutral- 
ized by the urgency for output. The gov- 
ernment in wartime must have the goods, 
and the contractors know it. Finally, 
there is a third feature of the buyer’s po- 
sition which serves still further to offset 
the apparent bargaining advantage: 
namely, the recognition by the seller of 
the unlimited buying power of the buyer. 
“The problem of raising money for pur- 
poses of war finance is inherently differ- 
ent from the problem of mobilizing real 
resources for a war. In a major war, real 
resources—labor, plant, equipment, raw 
materials—inevitably become scarce. 
Money becomes scarce only if policies 
are pursued which will make it scarce.”"* 

It must also be observed that overlay- 
ing the entire government contractor’s 
market situation is the influence of pa- 
triotism. However difficult it may be to 
analyze the influence of this factor upon 
procurement pricing, it certainly cannot 
be disregarded. In varying degrees it will 
affect the reservation prices at which 
contractors are willing to take govern- 
ment business as well as the scale of 
prices which procurement officers con- 
sider reasonably acceptable. 

When all these features of the buyer- 
seller relationship are taken together, it 
will be seen that pricing under govern- 
ment procurement in wartime is in a very 
real sense indeterminate. Under the nor- 
mal approximation of free-market opera- 
tion, production of standardized com- 
modities would take place at uniform 


18 William Fellner, A Treatise on War Inflation 
(Berkeley, 1942), p. 1. 


prices for all producers but without wip- 
ing out such differential returns to the 
various productive factors as are associ- 
ated with differences in efficiency. The 
positions of buyer and seller participat- 
ing in government contracts in wartime 
are obviously such that, in the very na- 
ture of the case, competitive pricing is 
ruled out from the start. Even such an 
approach to competitive price determina- 
tion as might be possible under the open- 
ing-up of bids is recognized as impracti- 
cable during wartime.’® Under these cir- 
cumstances some kind of administered 
pricing must be adopted. As such, the 
standards of pricing must be created 
anew and will be subject to all the short- 
comings associated with attempts to 
achieve results approaching those of a 
theoretically free market by artificial 
means. Renegotiation may be viewed, 
therefore, as an effort to get procurement 
pricing more closely in line with the nor- 
mal approximation to free-market pric- 
ing. 


B. THE IDENTIFICATION OF WAR GAINS 


The central problem of the renegotia- 
tion process is the definition of what is 


*9 The extensive use of the negotiated contracts 
as opposed to competitive bidding is shown by the 
following excerpt from the Hearings, September 
29-30, 1942, Pp. 9: 

“SENATOR WALSH: What kind of contracts is the 
Army making? I assume you are still making some 
competitive bidding contracts? 

“Mr. PATTERSON: Very few. 

“SeNATOR WALSH: What are the different types? 

“Mr. Patrerson: We have been instructed by 
the War Production Board to resort to negotiated 
contracts rather than to the advertised bidding 
contract. 

“SENATOR WaLsH: How about contracts of the 
cost-plus-a-fixed-fee? 

“Mr. Patrerson: We have those. We do not 
care for those and our policy is against it 
have discouraged it in all of the supply services. 

“SENATOR WALSH: Practically all your con- 
tracts are negotiated price contracts? 

“Mr. Patrerson: As far as we can make them. 
The Air Force has many cost-plus-fee contracts.” 
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meant by “excessive profit,” which, of 
course, requires some fairly definite con- 
ception as to what may be considered 
“excessive and unreasonable” cost allow- 
ances. The renegotiation statute itself 
gives little guidance on these points. The 
origin of the law, however, and particu- 
larly the fact that it was substituted for 
a proposal for a flat-rate profit limita- 
tion, at least suggests the character of 
the standards intended. It seems clear 
that it was the intent of Congress that 
the law shou.’ be used for the purpose of 
eliminating pr_. ts that were excessive in 
the sense of having been associated di- 
rectly with the war economy rather than 
to reduce profits to some uniform rate. 
If this is the starting-point, then it is 
necessary to distinguish between pre-war 
differential profits (and, for that matter, 
other forms of pre-war differential re- 
turns), and those windfall gains arising 
more directly out of the war economy. 
In doing so, of course, it is not necessary 
to claim that all differential profits of 
peacetime are necessarily the product of 
comparative efficiency. All that is neces- 
sary is to assume that for purposes of ad- 
ministration of the renegotiation statute, 
profits comparable to pre-war levels may 
be taken as an appropriate base from 
which to measure the “excessive profits” 
which Congress intended should be elim- 
inated. 

The distinction between the concept 
of differential profits, on the one hand, 
and high war profits, on the other, may 
be made sharper if we set up a simple 
hypothetical case in which we assume 
that five firms producing the identical 
product in 1939, each with its own pecul- 
iar management, sell this product at the 
same price during this base period. Even 
though all firms are selling at the same 
price, the rate of profit per unit may vary 
considerably because of differences in 


efficiency of operation or for other rea- 
sons. Whatever differences in profits re- 
sult under such circumstances we may 
define as “differential profits.” If in 942 
the government must .have the entire 
maximum output of all five firms, each 
of the five firms formerly sharing the 
civilian market is really in a monopo- 
listic position. There is no necessary rea- 
son to suppose that a uniform price as be- 
tween these different producers will be 
established merely because such had 
been the peacetime practice. Any one of 
the five, knowing that the government 
needs the entire industry output, may 
determine, for a variety of reasons, that 
he will sell only at some price that may be 
higher or lower than the price of his for- 
mer competitors. It is conceivable that if 
patriotism is a strong motivating force, 
they might all be willing to establish 
prices on government sales at levels low- 
er than the price on former civilian busi- 
ness. But, because there are necessarily 
different operating risks involved, the 
actual behavior is more likely to result in 
the insistence upon a somewhat higher 
price. This conclusion is easily supported 
by empirical observation. In any case, 
by the amount that the price varies up- 
ward or downward without correspond- 
ing changes in base costs there will be a 
substantial effect upon the peacetime 
profit position. There is, of course, also 
the important possibility that, although 
old selling prices may be maintained or 
even lowered, changes in the conditions 
of production may result in changed per 
unit costs which may be significant 
enough to affect the profit position. This 
effect we may define as a “war profit” (or 
loss). 

A slight variation in this case, not un- 
representative of wartime operations, 
would be a situation in which an increase 
in the total output for the five firms in 
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the industry would be accompanied by 
various types of increased real unit costs 
irrespective of nominally stable factor 
prices. An actual situation in which cir- 
cumstances similar to this arose in 1942- 
43 was the case of copper-mining, where 
resort to lower-grade ores increased man- 
hours per ton in some mines consider- 
ably.” There is no reason for supposing 
either that such increases in unit costs 
are concentrated within particular firms 
or that such increases in unit costs will 
affect all firms in an industry in the same 
way. But if the government does want 
expanded output in an industry, and if 
such expansion entails higher unit costs 
for some firms, contracts are not likely 
to be let save at prices that are high 
enough to cover such increased costs. If 
uniformity of price for the entire output 
of this industry is preserved, this might 
mean in our hypothetical case that the 
entire amount of a price increase would 
be absorbed by increased costs for, say 
two firms in the industry, but that the 
remaining three would reap “war profits” 
in the sense we have used the term. While 
accepting the differential profits of peace- 
time conditions, renegotiation of con- 
tracts, firm by firm, makes it possible to 
neutralize the effect upon differential 
profits which may be the result of such 
rising costs associated with wartime pro- 
duction. Thus renegotiation becomes a 
device for allowing advanced prices only 
at the margin where they may be neces- 
sary to permit production. Under these 
circumstances it may operate to the same 
effect as a subsidy to cover localized war- 
time cost advances. 

In this respect renegotiation symbol- 
izes a sharp contrast between current 
policies and those followed in World War 
I. To a large extent the 1918 practice re- 


2° See Monthly Labor Review, LVII (1943), 255- 


lied upon price-fixing at bulk line cost 
without any attempt to confine the pay- 
ment of premium prices to marginal out- 
put.” The effects of these shifts just out- 
lined need not necessarily be confined en- 
tirely to profits in the narrow sense, but 
they may also penetrate the money cost 
structure by raising (or conceivably low- 
ering) rates of pay for the contributions 
of any factor of production. When refer- 
ring to these undifferentiated effects as 
they apply to the rewards of any of the 
productive factors, they may be alluded 
to simply as “war gains” (or losses). 

There are, therefore, at least three dis- 
tinct ways in which war gains might 
arise: (1) increase in price by some or all 
firms above peacetime levels unaccom- 
panied by any change in costs or, what 
amounts to the same thing, a constant 
price accompanied by a lowering of 
costs; (2) commodity price changes ac- 
companied by changes in factor prices 
without any changes in total output of 
industry or in unit efficiency, in which 
case the war gain is divided between 
profits and returns to other factors; and 
(3) real cost changes for some firms so as 
to absorb any increase in price for those 
firms, with war gains for other firms if 
uniform prices are established for the en- 
tire industry. 


C. THE SIGNIFICANCE OF THE ELIMINATION 
OF WAR GAINS 


The identification of such war gains, 
even under the simple circumstances 
which we have assumed, is not easy. It is 


2 One of the members of the Price Fixing Com- 
mittee of 1918 described the experience thus: “In 
the main the course of action by the Committee was 
comparatively simple;—a maximum: price, the same 
for public purchases and for private, the govern- 
ment taking all it wanted and the general pubiic 
scrambling to buy at the maximum prices whatever 
it could get” (F. W. Taussig, “Price Fixing as Seen 
by a Price-fixer,” Quarterly Journal of Economics, 
XXXIII [1919], 216). 











all the more difficult when, as is the case 
in much of war production, we are deal- 
ing with new commodities and, indeed, 
often with entirely new producers. But 
the circumstances which give rise to the 
difficulty of identifying an appropriate 
differential profit and separating it from 
a mere war gain also make it important 
from the standpoint of government econ- 
omy that the distinction should be made. 
Under these circumstances there is not 
available to the government even an ap- 
proximation to a competitive price for 
purposes of comparison, and the urgency 
of obtaining supplies neutralizes its 
monopsonistic position. These are the 
hardest cases and the ones in which it 
will be necessary to compromise by con- 
sidering returns which are above some 
conventional standard as excessive and 
representative of war gains.” 

The full effect of renegotiation does 
not stop with refunds to the government 
of the sums already paid out which are 
found to represent excessive profits. For 
renegotiation will often take place after 
some deliveries have occurred under a 
contract, so that there is some actual 
cost experience, but before all deliveries 
have been completed. In the actual bar- 
gaining process through which renegotia- 
tion takes place, therefore, the aggregate 
reduction in prices on future deliveries 
may represent far more than the total 
sum of cash refunds. So far as these re- 


22 After extensive review of ways of dealing with 
this problem in the administration of excess profits 
taxation, Hicks (0. cit., p. 39) points out that “the 
case of the new firm, started a year or two before the 
outbreak of the war, so that it has declared some 
pre-war profits, has been assimilated to that of the 
new firm, started only just before the tax came into 
force or even later. All these cases [mentioning cases 
of sharply fluctuating profits and of new firms] have 
been taxed by a percentage standard on the high 
profits principle. J¢ seems almost inevitable, even 
with an essentially war profits tax, to revert to the 
high profits principle in hard cases.” (Italics mine.) 
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ductions in future prices are concerned, 
it can hardly be claimed that the restora- 
tion of the original contract price would 
necessarily result in augmenting the 
profits of the contractor by exactly the 
amounts of these aggregate reductions. 
Whether this would happen or not would 
depend on the behavior of the contrac- 
tor’s costs during the remaining period 
required for the completion of the partic- 
ular contract in question. Until the con- 
tract is completed and all the costs are 
known, how the total aggregate sales 
value will be distributed as between the 
various elements of cost and profit must 
remain uncertain. Because renegotiation 
affects future pricing, its performance is 
vastly different from an excess profits 
tax which can fall only on completed per- 
formance.” Renegotiation aims not mere- 
ly at absorption of excessive profits but 
at their advance elimination, and there- 
fore it tends to discourage the creeping- 
up of base costs which may be the lagging 
accompaniment of excessive profits. In- 
deed, this puncturing of the tendency of 
money costs to puff up under the shel- 
tered market of wartime government 
pricing may be much the most significant 
effect of renegotiation in preventing the 
dissipation of energy and expenditure in 
the mobilization process. Whether or not 
renegotiation realizes its full possibilities 
in this respect, it is clear that there is a 
substantial re age within which it might 
so operate. 

*3 For a contrary point of view, which seems to 
overlook the distinction as to the effect on future 
pricing, see H. T. McAnly, “Presenting Financial 
Data in Contract Renegotiation,” Journal of 
Accountancy, LXXVI (1943), 147-54, and Maurice 
E. Peloubet, “Renegotiation Termination and 
Costs,” Journal of Accountancy, LXXVI (1943), 
45-53- 

24 Note especially the wide variations in real 
costs (number of man-hours) on the Standard 


Liberty ships as well as the very questionable re- 
sults of the concrete barge building program (see 
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In addition to this influence which re- 
negotiation may have upon costs within 
the contracting establishments directly 
affected, there is also the important 
diffusion effect in other industries. This 
occurs, in part, through the fact that 
profits, and other forms of returns in 
war industries, may be used as standards 
of expectancy in other industries. Wheth- 
er realized or not, such expectancies are 
likely to affect the performance rates of 
these other industries. 

The more important aspect of this dif- 
fusion effect, however, probably occurs 
through the operation of the “multi- 
plier.” What is involved is renegotiation 
of government contracts under conditions 
of war finance. Under such conditions 
government spending does not represent 
a mere transfer of purchasing power but 
credit expansion. To the extent that re- 
negotiation can cut down a given level of 
government expenditure even before it 
should occur, it acts as an additional 
brake on the expansion of credit. Thus 
the ability of renegotiation to act in ad- 
vance of taxation through its influence on 
future pricing takes on additional mean- 
ing as an instrument of credit control. 


III, RENEGOTIATION IN PRACTICE 


A. THE DEVELOPMENT OF ORGANIZATION 
AND PRINCIPLES 

Renegotiation is a process by which 
the original prices on government pur- 
chases are revised, but it is not carried on 
through the regular procurement officers. 
The renegotiation staff is a special staff 
operating under the direction of depart- 
mental price adjustment boards. The 
Navy Department has three such price 


Senate Report, No. 10, Part VIII: Shipbuilding and 
Shipping). Note also the wastage of manpower in- 
dicated in the Baruch report on West Coast air- 
craft manpower, August i8, 1943 (U.S. Code Con- 
gressional Service, VI [1943], 163-74). 


adjustment boards, with an additional 
branch of the main Washington board 
located in New York City. The Mari- 
time Commission, the War Shipping Ad- 
ministration, the Reconstruction Finance 
Corporation, and the Treasury Depart- 
ment each have a price adjustment 
board; while the War Department, in 
addition to its central price adjustment 
board in Washington, had thirty-nine 
district boards operating in June, 1943. 
The structure of the organization 
through which renegotiation is carried 
on tends to parallel the organization for 
procurement. 

Before the boards can engage in actual 
renegotiations there are several prelimi- 
nary steps. In barest outline these are: 
listing of contractors with government 
business subject to renegotiation, assign- 
ment of such contractors to respective 
departments and boards, collection of 
financial data, and preliminary analysis 
of such data. Following these steps, rene- 
gotiation conferences, looking toward 
culmination in final agreements to be 
signed by the secretary of the depart- 
ment or his delegated representative, 
constitute the renegotiation process 
proper. 

Basic to the entire process, of course, 
is the first step of finding the contractors 
whose business is to be renegotiated. 
While superficially this might seem sim- 
ple, it is in fact so difficult that it is not 
possible to report with certainty the ex- 
act number of contractors that are sub- 
ject to the law.** There is no central 
register of government suppliers, and, 
even if there were, it would not directly 


#8 Cf. the testimony of Maurice Karker, chair- 
man of the War Department Price Adjustment 
Board, in Naval Affairs Hearings, p. 984: 

“Mr. Grant: Mr. Karker, the bill that is pend- 
ing before the Ways and Means Committee now 
[June, 1943] that has come down with the recom- 
mendation, I believe, of the War and Navy Depart- 
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identify the subcontractors. Moreover, 
sales in small amounts to different agen- 
cies have to be cumulated in order to de- 
termine whether a particular contractor 
is, or is not, exempted from renegotia- 
tion by virtue of the $100,000 annual 
sales limitation. This initia’ task of build- 
ing up the register of government con- 
tractors and subcontractors is done by 
the Assignment Division of the War De- 
partment Price Adjustment Board for all 
the departments carrying on renegotia- 
tion. This procedure is in accordance 
with a joint agreement between the rene- 
gotiating departments.” 


ments, would require that every contractor doing 
an over-all business of $500,000 should make an 
annual report. 

“Mr. KarKEr: Yes, sir. 

“Mr. Grant: Under the present law there is no 
such requirement that a contractor doing business of 
over $100,000 should make a report, is there? 

“Mr. KARKER: None. 

“Mr. Grant: I am interested to know how you 
ferret out all these cases that are subject to re- 
negotiation. Where do you find them, then? 

“Mr. Karxker: Well, sir, we find them through 
the contract records of the departments. We get 
them from the recommendation of certain services, 
such, for instance, as the Quartermaster Corps of the 
Army, who were unable to tell what members of the 
textile industry were doing sub-contract work and 
submitted a very considerable list of some 1,700 
companies, as I remember, who might be subject. 
We then have to take up the investigation with 
each of them and determine whether or not they did 
do $100,000 or more of war volume. 

“Mr. Grant: In other words, then, until this 
amendment that is now pending before the Ways and 
Means Committee should be passed, you have a tre- 
mendous job alone of finding the companies that 
you are supposed to give your attention to. Isn’t that 
true? 

“Mr. Karxer: That is true; yes, sir.” 


26“Fach Department furnishes to the Assign- 
ment Division the names of all contractors and sub- 
contractors, in whose production the Departments 
are interested, and who have a substantial volume 
of sales. The income-tax returns of contractors are 
now prepared on forms which indicate whether they 
are engaged in war work and these returns are 
checked for the purpose of determining the names 
of additional contractors who may be subject to 
renegotiation” (statement of chairman of War De- 
partment Price Adjustment Board, ibid., p. 1004). 


This central list constitutes the near- 
est approach to a register of contractors; 
from this list assignments are made to 
each of the departments. Again the as- 
signment is made centrally by the War 
Department Board in accordance with 
the joint agreement. At an early stage 
this centralized machinery made assiga- 
ments almost entirely on the basis of 
what might be called the “bulk-of-busi- 
ness” rule; that is to say, the depart- 
ment having a major procurement inter- 
est in the case of any contractor carried 
on the renegotiations for all departments. 
Such procedure (note assignment of 
work by contractor, not contract) is in 
keeping with the practice of renegotia- 
tions on an over-all basis and probably 
would have been impossible but for the 
early settlement of policy in accordance 
with this practice. More recently (appar- 
ently since the report of the Truman 
Committee in March, 1943) the assign- 
ment of contractors to departments in 
accordance with the bulk-of-business 
rule has been modified, or, perhaps one 
might say, extended industrially, so as 
to facilitate specialization along industry 
lines. Thus if the Navy Department has 
a maj... interest in the business of only 
one rubber company and the War De- 
partment is the principal purchaser from 
all the other rubber manufacturers, rene- 
gotiation with all suppliers in this indus- 
try may be the assignment of the War 
Department Price Adjustment Board. 

The provision for joint action between 
the various departments does not stop, 
however, with the centralized machinery 
for the identification and assignment of 
government contractors. At a very early 
stage it was realized that harmonious ad- 
ministration as well as equity would re- 
quire the adoption of a common policy 
and a uniform discipline in the adherence 
to such a policy. It has already been ob- 
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served that the law itself laid down only 
very general standards for the renegotia- 
tion process. Although criticized by some 
contractors as both too late and inade- 
quate, the common policy was embodied 
in the “Joint Statement by the War, 
Navy, and Treasury Departments, and 
the Maritime Commisssion,” issued 
March 30, 1943.77 This issuance of a 
joint statement was in line with the rec- 
ommendations of the Truman Committee, 
which were announced almost simultane- 
ously with the appearance of the state- 
ment.*® 

The joint statement certainly could 
not satisfy the numerous critics who 
called for a “formula,” but it perhaps 
should have removed the charge that the 
rules for renegotiation varied from one 
department to another and _ were 
“shrouded in secrecy.” The heart of the 
joint statement was contained in the sec- 
tion called “General Principles Followed 


in Determining Excessive Profits,” the 
full text of which follows: 


In considering whether costs or profits on 
war contracts are excessive, the price adjust- 
ment boards are guided by the following broad 
principles: 

(a) That the stimulation of quantity production 
is of primary importance. 

(6) That reasonable profits in every case should 
be determined with reference to the par- 
ticular performance factors present without 
limitation or restriction by any fixed formu- 
la with respect to rate of profit or other- 
wise. 

(c) That the profits of the contractor ordinarily 


*7 This joint statement, which contains an ex- 
cellent compact review of war profits control legis- 
lation antecedent to the passage of sec. 403, as well 
as subsequent interpretations of sec. 403 itself, is 
reproduced in ibid., pp. 1025 ff. This was not the 
first statement of renegotiation policy. Documents 
of the War Department Board show written internal 
instructions at least as early as June 30, 1942, anda 
publicly issued statement of policy by August, 1942 
(see Hearings, September 29-30, 1942, pp. 28-50). 


28 See Senate Report, No. 10, Part V, p. 3. 


will be determined on his war business as a 
whole for a fiscal period rather than on spe- 
cific contracts separately, with the possible 
exception of certain construction contracts, 
Fixed price contracts are negotiated sepa- 
rately from fees on cost-plus-fixed-fee con- 
tracts. 

That as volume increases the margin of 
profit should decrease. This is particularly 
true in those cases where the amount of 
business done is abnormally large in rela- 
tion to the amount of the contractor’s own 
capital and company-owned plant, and 
where such production is made possible only 
by capital and plant furnished by the gov- 
ernment. 

That in determining what margin of profit 
is fair, consideration should be given to the 
corresponding profits in pre-war years of the 
particular contractor, and for the industry, 
especially in cases where the war products 
are substantially like pre-war products. It 
should not be assumed, however, that under 
war conditions a contractor is entitled to 
as great a margin of profit as that obtained 
under competitive conditions in normal 
times. 

That the reasonableness of profits should be 
determined before provision for Federal in- 
come and excess profits taxes. 

That a contractor’s right to a reasonable 
profit and his need for working capital 
should be distinguished. A contractor 
should not be allowed to earn excessive 
profits on war contracts merely because he 
lacks adequate working capital in relation 
to a greatly increased volume of business. 


These ‘‘General Principles” are then 
followed by an enumeration of “Particu- 
lar Factors,” all of which might really be 
labeled “indexes of differential efficiency 
with respect to war production.”*? By 
the joint statement the contractor is also 
specifically informed that there will be 
ample opportunity for the presentation 
of any special factors which are relevant 
to his “over-all quality of performance.” 
Thus while it is true that there is no 
“formula” which would permit a con- 
tractor to calculate exactly in advance 


29 See Naval Affairs Hearings, p. 1029. 
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the effect of any particular renegotiation, 
it is also true that every contractor is 
furnished in advance with the statement 
of principles followed in the renegotia- 
tion process. In accordance with these 
principles, it is clear that the procedure 
starts first with the effort to set up some 
“pre-war’’ normal base for the particular 
firm in question. In cases where the firm 
has been in existence for years and con- 
tinuously has been producing the same 
product, this may be easy. In other cases 
it may be extremely difficult; as, for ex- 
ample, in the case of an entirely new firm 
producing a newly developed bombsight. 
In the more difficult case it will be neces- 
sary to construct what might be called 
“the nearest representative base” by 
reference to records of similar firms in 
similar industries. 

The “pre-war-normal” base having 
been determined, the real “renegotia- 
tion” would begin. This, again in accord- 
ance with the joint statement, consists of 
determining the plus or minus allowances 
which shall be made because of the spe- 
cial circumstances under which war pro- 
duction takes place and the special con- 
tributions (or shortcomings) of the firm 
involved. This part of the process cer- 
tainly does not fit any standard mathe- 
matical formula. It is necessarily con- 
ference-table bargaining; that is to say, 
it is “renegotiation,” with all that the 
word implies. 

A further assurance of an approach to 
uniformity as between the different’ de- 
partments is obtained through continu- 
ing liaison work and regular joint sessions 
of staff engaged in renegotiation work. 
Records of important discussions at such 
joint sessions are then distributed 
through all the price adjustment boards. 
Further standardization of performance 
in accordance with joint principles is ob- 
tained through review before final ap- 


proval. It is contemplated, however, es- 
pecially in the decentralized functioning 
of the War Department, that as experi- 
ence develops it will be possible to dele- 
gate final settlement of certain classes of 
cases to the district boards so that the 
check of the review function may be di- 
minished in its use.*° 

When assignments of contractors were 
first made on the basis of the bulk-of- 
business rule, the head of each depart- 
ment having an interest in any particular 
case signed the final agreement before it 
became effective. Admittedly this repre- 
sented a cause of delay in the settlement 
of cases during the early months of oper- 
ation. More recently this cause for delay 
has been eliminated by another device 
for joint action, namely, cross-delega- 
tion, whereby an agreement arrived at 
and executed by any one of the depart- 
ments becomes effective as to all.* 


B. THE OPERATING RECORD 

Against this recognition of the organi- 
zation problems of the formative period 
the following review of accomplishments 
of the price adjustment boards may have 
additional meaning. No regularly pub- 
lished reports of the various price adjust- 
ment boards are available, but some indi- 
cation as to the scope of operations can 
be gleaned from the reports of the Tru- 
man and Vinson committees.” 

3° As evidence of the beginning of this practice see 
the “Delegation of Authority by the Under-Secre- 
tary of War to Certain Officers To Make Final Re- 
negotiation Agreements in Certain Cases,” ibid., pp. 
1212-13. The protest by the chairman of the Mari- 
time Commission that such delegations are unwise 
has to some extent threatened the joint character of 
operations (see letter from Admiral Land to Under- 
secretary Patterson, ibid., p. 1135). However, House 
Report, No. 733, supports the War Department 
action (see p. 20). 

3* See Naval Affairs Hearings, p. 1005. 

3? Both these committees, following the lead of 
individual contractors, have criticized the boards for 
failing to make more of their operations public (see 
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A summary of the renegotiation rec- 
ord merely from the point of view of dis- 
posal of cases is presented in Table 1. In 
so far as available data permit, this table 
shows the total number of contractors as- 
signed for renegotiation to each of the 
respective departments, on some date 
in March, 1943, in the first column, and 
on May 31 in the second column. The 
third column, which is the difference be- 
tween column 2 and column 1, represents 
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interval between March and June. Ex- 
cept for the Maritime Commission, 
where, because of the predominance of 
large single contracts absorbing the en- 
tire attention of a particular contractor 
for an entire fiscal year, the count of 
cases by contractor will, of course, repre- 
sent disposing of renegotiations on a 
much larger number of individual con- 
tracts. 

The limited character of information 


TABLE 1* 
OPERATIONS UNDER THE RENEGOTIATION PROCEEDINGS 








No. or ConTrRACTors ASSIGNED 


Crosep Casest 





DEPARTMENT March, 


1943 
(1) 


May 31, 
1943 
(2) 


Difference 
(s)—(4) 
(6) 


May 31, 
1943 
(s) 


Difference 
(2)—(1) 
(3) 





9,842 
2,419 
289 


War Department 
Navy Department. . . 
- Maritime Commission. . 


7,097 
2,250 
274 


1,458 
414 
5° 


2,745 1,897 
169 535 


15 34 84 





Total known 12,550 








9,621 


2,929 594 2,516 1,922 

















* Constructed from data reported in Senate Report, No. 10, Part V, Pp. 18-19; House Report, No. 733, p. 8; 
t 


and Naval Affairs Hearings, p. 1004. There is a slight variation in dates o 
ting results for a uniform time as between the reporting departments. 


difference columns do not represent o 


he first series of reports so that the 


The exact date of the figure in the earlier series of —— is March 6 for the War Department, March 18 for the 


tment, and March 20 for the Maritime 


ally ta light of the variation. 


‘commission. The ‘‘total’’ figures must not ‘be taken too liter- 


Cases of 72 yw To contractors had been assigned on May 31, 1943, but are not included in this table. 


Sixty-seven of these had been assigned to the Treasury 


Department and 5 to the War Shipping Administration, 


but neither of these agencies had completed any renegotiations before mid-year 1943. 


t Includes oral or written agreements and clearances. 


what might be called the “net accretion 
to the total assigned work load in the in- 
terval between March and June.” Col- 
umns 4-6, which report closed cases, are 
in a sense a measure of completed per- 
formance. Column 4 indicates the cases 
closed prior to March, 1943, while col- 
umn 5 shows the cumulative total of 
closed cases on May 31. Column 6 (again 
the difference between cols. 5 and 4) 
gives, then, the net case disposal for the 


Senate Report, No. 10, Part V, p. 2; House Report, 
No. 733, p. 40). However, in view of the really 
tremendous work load, it is understandable why 
more detailed reports have not been made. 


provided by this table should be empha- 
sized. The figures provide no basis for 
measuring the comparative efficiency of 
the different departments in handling re- 
negotiation proceedings. There is no in- 
formation to permit an appraisal of the 
relative difficulty of cases, nor is there 
exact information on the size and char- 


. acter of the staffs in the different depart- 


ments. It is known that the War Depart- 
ment had a staff of approximately 1,200 
persons attached to the price adjustment 
board in June, 1943, and that the corre- 


sponding staff of the Navy was com- 


prised of 175 persons; but it would re- 
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quire a detailed analysis of recruiting 
dates as well as of the composition of 
these staffs to make even a beginning on 
an appraisal of comparative staff effi- 
ciency. Moreover, it is impossible to ap- 
praise the data with respect to the unset- 
tled cases in a way that might reduce the 
disposa] rates as between departments to 
some common denominator. Many of the 
cases still unsettled on June 1 may have 
been far along toward a final agreement 
at that time. We do know that, of the 
7,963 assigned and unclosed cases in the 
War Department, renegotiation proceed- 
ings had been started on 4,207, while 
nothing had been done on the remaining 
3,750.33 This, however, does not indicate 
maturity of the already started cases in 
terms of approach to final agreement. 
Also it is impossible to say anything with 
respect to the comparative difficulty or 
importance of the settled and open cases. 
In view of these limiting factors alone, 
to say nothing of others that may also be 
relevant, it must be admitted that about 
all that can be obtained from the table is 
a rough impression of the size of the job 
of renegotiation and perhaps an even less 
precise impression as to the speed with 
which the job is done. 

It is clear from the table that by far 
the largest number of contractors whose 
business will be subject to the renegotia- 
tion act come under the scope of War 
Department operations. Also we may ob- 
serve that, while the War Department 
was able to close renegotiation proceed- 
ings with only 439 contractors in the pe- 
riod between the passage of the act and 
March 6, 1943 (approximately forty-five 
weeks), in the twelve weeks immediately 
following March 6 it was able to dispose 
of 1,458 cases. Similarly, the Navy De- 
partment closed 121 cases in the first 


33 See Naval Affairs Hearings, p. 1004. 


forty-three weeks, and 414 additional in 
the ten weeks following March 18, 1943. 
For approximately the same periods, the 
Maritime Commission shows 34 cases 
closed prior to March 20, 1943, and 50 
closed in the ten weeks following. The 
figures indicate a slow rate in getting 
started, a part of which appears to have 
been the result of a deliberate effort to 
avoid action in advance of working out 
principles and procedures.** By compari- 
son, therefore, the latter period shows a 
greatly accelerated rate of operations. 
Limited as they are, the figures also 
show that more than a year after the 
passage of the act a very large part of the 
job covering 1942 business remained to 
be done. In the three months preceding 
June 1, 1943, cases involving approxi- 
mately 3,000 contractors were added to 
the 9,621 that had already been assigned 
in March of that year. Even then the to- 
tal of 12,622 assigned cases represented 
substantially less than all the contractors 
subject to the act. The closing of 1,922 
cases represented a nominal disposal rate 
in the weeks preceding June 1 that might 
be expected to dispose of about 9,500 
cases annually. This is little more than 
three-fourths the total number of cases 
actually assigned on June 1 and approxi- 
mately half of the lowest estimated num- 
ber of contractors subject to the act. Cal- 
culations such as these are admittedly 
nebulous. They are, however, suggestive 
of what is certainly a fact; renegotiation 
of government contracts represents a 
very substantial administrative task. 


34See House Redort, No. 733, p. 8. 


35 Calculations of this type, but on the assumption 
that probably 85,000 contractors were subject to 
renegotiation, led Mr. Lewis H. Brown, president 
of Johns-Manville Corporation, to testify: “I have 
had opportunity to observe the character of the 
Ordnance renegotiating officials. I say without 
hesitation that I do not know a more able and de- 
voted body of officials anywhere in the government 
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In spite of the size of the task, there is 
nevertheless agreement on the part of 
officials familiar with the renegotiation 
operations that the job can be done.** 
Doubtless, the rate of disposal of cases 
has been in part influenced by the expec- 
tation on the part of some contractors 
that the act might be modified or re- 
pealed. Removal of this expectation 
would facilitate the completion of rene- 
gotiations. The departments apparently 
have been reluctant to resort to the pos- 
sibility of unilateral “refixing” of con- 
tract prices. Accordingly, prior to June 1 
at least, no renegotiation case had been 
closed without an agreement between the 
contractor and the government. 

Another measure of operations under 
the law is a review of the amount of re- 
funds and price reductions. The renego- 
tiations completed prior to June, 1943, 
by the two departments having the larg- 
est responsibility in the matter (the War 
and the Navy departments) resulted in 
apparent savings to the government in 
excess of three billion dollars. Renegotia- 
tions by the War Department accounted 
for $2,113,000,000 of this sum and those 


service, in or out of uniform. The failure to make 
greater progress in renegotiation is not their failure. 
If anybody could have done it, they could. The fault 
lies in the impossible size of the task they were 
asked to undertake. .... My guess is that the task is 
administratively impossible’ (see Naval Affairs 
Hearings, pp. 539 and 541). This conclusion led Mr. 
Brown to propose that renegotiation be limited to 
recovery of payments already made and that the 
“excess profits tax credit” be used as a base from 
which to measure “excessive profits” to be adjusted 
through renegotiation (see his testimony, ibdid., pp. 
543 ff.). It is not possible to comment at length 
on his proposal here, but it may be in point to ob- 
serve that, although it would certainly greatly 
simplify the administrative problem, it would also 
reduce the economic significance of renegotiation 
substantially. 


3®See statements by Carman G. Blough, War 
Production Board representative on price adjust- 
ment boards, and Maurice Karker, chairman of 
War Department Board (ibid., pp. 1018 and 955). 


of the Navy Department accounted for 
$1,011,661,741. In addition to these 
amounts, the Maritime Commission ap- 
parently had reduced aggregate expendi- 
tus by $88,320,020 in 84 renegotiation 
cases completed by June 24, 1943. As of 
June no renegotiations had been com- 
pleted by either the Treasury Depart- 
ment or the War Shipping Administra- 
tion, although a number of cases were in 
process.*? 

In a little more than a year of opera- 
tions, therefore, renegotiations had 
brought nominal reductions in govern- 
ment expenditures of about three and a 
quarter billion dollars. Of this sum, ap- 
proximately 40 per cent was represented 
by refunds of cash already paid out and 
the remainder took the form of price re- 
ductions on uncompleted contracts. In 
addition to these readjustments on con- 
tracts already let, it seems quite likely 
that there would be some effect on en- 
tirely new procurement. On this point 
the chairman of the War Department 
Price Adjustment Board reported that 
“the aggregate of savings arising from 
lower prices on successive contracts is im- 
possible of even approximate estimation, 
but undoubtedly would represent many 
times the amount of price reductions as 
indicated on existing contracts.’’%* 

These total expenditure adjustments 
were associated with contracts represent- 
ing aggregate readjusted sales values of 
slightly over 20 billion dollars in the case 
of the War Department, 13.5 billion dol- 
lars in the case of the Navy, and 468 mil- 
lion dollars for the Maritime Commis- 
sion. The readjustments by departments, 
stated as percentages of readjusted sales 
values, were just above 1o per cent on 
War Department renegotiations, slight- 


37 See House Report, No. 733, p. 6. 
38 See Naval Affairs Hearings, p. 1005. 
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ly under 8 per cent on Navy cases, and 
almost 19 per cent on cases handled by 
the Maritime Commission.’ The differ- 
ences, of course, do not necessarily indi- 
cate any variation either in standards or 
in their application but may well be as- 
sociated with differences in the character 
of business handled. By and large, the 
Maritime Commission is dealing pre- 
dominantly with contracts for large mer- 
chant vessels on which advance pricing 
may be subject to even greater difficulties 
than those encountered jin purchasing 
other types of war materials. 


C, THE MEANING OF THE OPERATING RECORD 


Admittedly, an attempt at this date to 
determine the economic significance of 
the operating record under the renegoti- 
ation law must necessarily yield only 
tentative results. However, public policy 
by its very nature requires continuing re- 
appraisal of issues in advance of ade- 
quate facts. Some comments on opera- 
tions ought to be attempted, therefore, 
even before a more complete record is 
available. 

It has been alleged that the dollar sav- 
ings to the government arising as a result 
of renegotiations are not actually so 
large as reported for a series of reasons: 
(1) renegotiation may lead to careless- 
ness on the part of the procurement offi- 
cers so that they accept bids at higher 
prices than would be required in order to 
close contracts; (2) a large part of the 
sums which the renegotiation refunds 
represent would have come into the 
Treasury anyway through the tax chan- 


39It is not entirely clear that the departments 
strictly adhere to the rule of reporting aggregate 
renegotiable business handled as after readjustment. 
On the basis of Appendix A to Senate Report, No. 10, 
Part V, it is here assumed that all such aggregate 
sales figures are “readjusted.” If this is not the 
case, the percentage figures given would have to be 
revised downward accordingly. 


nels, and some even by voluntary repay- 
ments; and (3) the cost of administering 
the law must be set off against the net 
collections after allowance for the items 
already mentioned. These points may be 
considered in order. 

The contention that the law leads to 
careless procurement practices certainly 
cannot apply to the large volume of con- 
tinuing contracts which were entered into 
prior to the adoption of the law. There 
may be a constitutional question with 
respect to the retroactive character of the 
law, but this is a different matter. Its 
retroactive feature does mean that orig- 
inal terms of some contracts, at least, 
could not have been subject to lax stand- 
ards of procurement induced by knowl- 
edge that such terms were not final. 

With respect to contracts made after 
April, 1942, the situation is different. 
In these cases original negotiation might 
be subject to deliberate carelessness be- 
cause of the understanding that it was 
not final, if renegotiation were carried on 
by the same staff. But the fact of an en- 
tirely different staff for price adjustment 
is of some significance. Under these cir- 
cumstances there is at least a possibility 
that procurement officers, rather than 
proceeding carelessly in original negotia- 
tions, will be even more scrupulous than 
otherwise because of the possibility that 
substantial reductions through later rene- 
gotiations may be considered as reflect- 
ing directly upon them. There is also the 
point that the renegotiation process may 
yield facts which can make subsequent 
procurement more intelligent. These 
points are clearly brought out in the fol- 
lowing statement from a superior pro- 
curement official in the Navy Depart- 
ment. 

The information obtained by the Price Ad- 
justment Board in its renegotiation of contracts 
gives the procurement officer, for the first time, 
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complete and authentic data. From this infor- 
mation the procurement officers not only have 
the over-all picture of costs, sales, profits, in- 
vested capital, productive capacity, sub-con- 
tracts, financial affiliations, etc., but also have a 
basis for comparisons of both prices and costs. 
Complete familiarity with the contractor’s 
costs and risks, as well as those of his competi- 
tors, enables the procurement officer to arrive at 
a more satisfactory price in the original negotia- 
tion of contracts. To the extent that unknown 
facts and factors are thus removed, procurement 
will improve and there will be fewer contracts 
to renegotiate. 

The mere knowledge that war contracts are 
subject to renegotiation has itself tended to im- 
prove procurement. Both the contractors and 
the procurement officers, having the Price Ad- 
justment Board information to rely upon, have 
sought to fix prices so as to avoid the necessity 
of renegotiation. In a number of cases the con- 
tractor has voluntarily suggested a lowering of 
his prices so as to prevent excessive profits.4* 


The claim that a part of the apparent 
savings to the government might have 
reached the Treasury by a different route 
is certainly correct. Corporation taxes 
would have brought in some, and some 
more might have come through volun- 
tary refunds. There is no way of knowing 
how large the voluntary refunds might 
have been in the absence of renegotia- 
tion. The amount of recovery through 
the excess profits tax is more definite; it 
could apparesitly amount to as much as 
75 per cent of the actual cash refunds ob- 
tainable through renegotiation. But the 
timing of recapture through taxation 
would certainly be different, and this 
might be of some significance. 

Some approximation of the adminis- 
trative costs involved is also possible. In 
June, 1943, the Navy Department price 
adjustment boards had total staffs in- 
cluding all clerical employees of 125 per- 

4°See letter from Frank M. Folsom, assistant 
chief in charge of procurement, Navy Department, 
in Naval A fairs Hearings, pp. 1293-94. To like effect 


see statement of chairman of War Department Price 
Adjustment Board, in ibid., p. 993. 


sons. The total over-all cost of opera- 
tions, including supplies, utilities, and 
salaries, was running then at the rate of 
$750,000 annually. At about the same 
time the War Department renegotiation 
staff amounted to 1,200 persons, and the 
total cost for the first year of operations 
was approximately 1.5 million dollars.“ 
Based on the experience to June, 1943, 
therefore, and allowing both for further 
growth of staff as well as for the addition 
of the costs of the other renegotiating 
departments, the War Department esti- 
mated total annual costs at 2.5 million 
dollars. It then set this sum off against an 
estimated net savings figure of 700 mil- 
lion dollars. This estimate of net savings 
was arrived at by assuming that 75 per 
cent of the 2,849 million dollars would 
have come in through excess profits taxa- 
tion. Administrative cost therefore on 
this basis would represent about o.3 of 
1 per cent of net savings.“ This factor is 
low enough so that it might be possible to 
reduce the estimate of savings substan- 
tially and leave the renegotiation process 
showing very satisfactory returns in re- 
lation to its cost. If net returns were to 
be estimated on the basis of the propor- 
tion of cash refunds to total apparent 
savings prior to June, 1943, administra- 
tive cost could still reasonably be esti- 
mated at less than 1 per cent of refunds. 
Such calculation would leave out of ac- 
count entirely the more important aspect 
of renegotiation; namely, its effect on fu- 
ture pricing. If renegotiation can stand 
on this basis, it would seem that, from 
the viewpoint of administrative cost to 
the government taken alone, the process 
is not fairly open to question. 

The extent of the burden of adminis- 


4* See statements of chairmen of the respective 
boards (ibid., pp. 449 and 956). 


# See ibid., p. 1251. 
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trative cost to the contractors is less 
clear. Some contractors have claimed 
that the process is unduly burdensome. 
However, at least one important con- 
tractor has suggested that such claims 
are based on misunderstanding and fail- 
ure of the contractors themselves to 
make appropriate adjustments. His 
statements, which represent the experi- 
ence of one of the large aircraft manu- 
facturers with the renegotiation process, 
are worth quoting: 


Based on our own experience, it has been no 
effort whatever to work along in cooperation 
with either Navy Department or the Navy 
Price Adjustment Board. Ours has become an 
established routine which takes very little time 
of our chief executives and almost no additional 
accounting time or expense. 

We have, of course, heard many criticisms of 
various phases of renegotiation. Some of these 
had to do with rate of profit, some with alleged 
expense in connection with negotiations, etc., 
etc. In many of these instances it would seem 
that certain of the profit expectancies were per- 
haps aimed too high; in other cases, we find con- 
tractors wholly lacking in experience or knowl- 
edge of doing business with the Government. 


Moreover, whatever the administrative 
cost to the contractor may be, this writer 
goes on to point out that this is more 
than offset by the advantage of final an- 
nual settlements. 


In our judgment, the average businessman 
and the average industry have never fully ap- 
preciated just how much the opportunity of re- 
negotiation and closure should mean to them. 
The greatest inequity following the last war was 
the long-delayed settlement and liquidation of 
Government contracts. Industry lost millions 
and millions of dollars, and waited years and 
years for final results. The most important 
phase of renegotiation and the fact above all 
why it should be preserved is the ability of a 
company to effect a current closure and have an 
official stamp put on its job. There will be prob- 
lems enough in the aftermath which cannot be 
settled now, but now is the proper time and the 
only time to make final disposition of those 
things which renegotiation is able to do. It is 


believed that the average businessman and the 
average industry is just beginning to wake up to 
the importance of this fact.«3 

But the question of administrative 
costs is only a part of the story. From 
the standpoint of the economy as a 
whole, the profit position of government 
contractors after renegotiation may be 
even more important. Up to the middle 
of 1943 about one-third of the cases han- 
dled by the War Department were dis- 
missed on the determination that there 
were no excessive profits. In the case of 
the Navy Department the proportions 
were almost reversed, for in the period 
ending June 8, 1943, this department dis- 
missed for this reason over 65 per cent of 
the cases which it handled.“ Similar fig- 
ures are not available for other depart- 
ments, but it seems clear that a very 
large number of government contracts 
are let at terms which are not affected by 
the renegotiation process at all. 

On the contracts which are readjusted 
as a result of renegotiation there appears 
to be a wide range in the profit margins 
allowed. This is in harmony with the 
principle of not using a uniform profit 
base from which to measure excessive 
profits. Thus on seventy cases involving 
readjustment in prices completed by the 
War Department prior to March, 1943, 
the range in the profit percentage on re- 
adjusted sales was from 0.4 per cent to 
just over 22 per cent. On forty cases com- 
pleted by the Navy Department as of 
approximately the same date, the profit 
range was from 5.6 to 17.8 per cent of re- 
adjusted sales value, and twenty-five 
cases were closed by the Maritime Com- 
mission with profit yields varying from 

43 See letter of Frederick B. Rentschler, chair- 
man, United Aircraft Corporation, to general 
counsel, Naval Affairs Investigating Committee, 
May 10, 1943 (ébid., pp. 1069-70). 

44 See ibid., pp. 992 and 1023. 
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8.9 to 23.2 per cent. All these rates repre- 
sent profits before taxes, and there is no 
information on capital turnover that 
would enable determination of how close 
they might come to yielding a uniform 
rate on investment. The departments in- 
sist that there is no attempt to reach any 
preconceived uniform rate of return on 
investment, and certainly the figures 
showing profit yields on sales are not out 
of harmony with this contention.*® The 
Truman Committee, in presenting these 
figures, gave some credence to the charge 


recent figures released by the Navy De- 
partment. Table 2 presents the 1942 ag- 
gregate profit position of eighty-six com- 
panies before and after renegotiation as 
compared with profits in 1939. It will be 
noticed that these eighty-six companies 
had aggregate sales in 1939 of 785 mil- 
lion dollars and total profits before taxes 
in that year of 84 million dollars, or a 
profit rate of 10.6 per cent on sales. In 
1942 their aggregate sales before rene- 
gotiation reached a figure of 3,328 mil- 
lion dollars, of which more than two- 


TABLE 2* 
EFFECT OF RENEGOTIATION ON PROFITS OF EIGHTY-SIX COMPANIES 








Tora SALES 
(mv M1Lurons) 


PROFITS BEFORE 
TAXES Prorits 


AFTER 





All 
Business 


Renegoti- 
able Busi- 
ness Only 


TAXES 
Rate on (IN 
Sales MILLIons) 
(Per Cent) 


Total 
(in Mil- 
lions) 





1939 business $ 785 
1942 business: 
Before renegotiation. . 


After renegotiation. . . 


3,328 
2,952 








$ 84 10.6 $ 65 
757 22.8 204 
381 12.9 108 














* Compiled from data in Naval Affairs Hearings, pp. 1057-58. 


that the Navy Department’s adminis- 
tration of the renegotiation law tended to 
reduce the entire renegotiation process to 
cost-plus pricing, but there is little to 
support the charge in the figures avail- 
able. It is obvious that the figures quoted 
showed a narrower range in the allowed 
profit on sales in the cases handled by the 
Navy Department than on renegotia- 
tions of the other two departments. But 
the range was substantial, and in the ab- 
sence of further details little more can be 
said. 

Further indication of the character of 
profit readjustment under renegotiation 
proceedings may be obtained from more 


48 See Senate Report, No. 10, Part V, pp. 18-19. 


thirds was represented by renegotiable 
business under government contracts. 
The renegotiation process cut the aggre- 
gate sales figure to 2,952 million and the 
total profits from 757 million to 381 mil- 
lion. The 1942 profit rate, before taxes, 
expressed in terms of sales, therefore, 
was reduced from 22.8 per cent to 12.9 
per cent. If the readjusted profit rate is 
computed separately on renegotiable 
business, it comes out to 10.8 per cent, or 
almost exactly the 1939 before-tax-profit 
rate on all sales. Even with these reduc- 
tions, and, indeed, even with allowance for 
increased taxes, the total profits in 1942 
were substantially more than in 1939 be- 
cause of the great expansion of volume. 
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In describing the profit position s1m- 
marized in the table, the Navy Depart- 
ment stated: 


The immense volume and greater prof’ «\ir- 
gins on war business would, without ree -go- 
tiation, have more than nullified war tax rates. 
Without renegotiation these companies would 
have had a 315% increase in their dollar volume 
of profits after taxes. 

The effect of renegotiation .... has been to 
let war taxes have their full impact on reason- 
able profit margins, so that profits after taxes 
and after renegotiation are much closer to the 


1939 figures.* 


It may be recalled that by June, 1943, 
the Navy Department had readjusted 
contract prices in 176 cases. Therefore, 
the eighty-six companies covered in this 
review of profit changes presumably rep- 
resent about half of all the cases in which 
readjustments were made through the 
Navy Department. The number is thus 
large enough to be fairly representative 
at least of Navy Department practice. 
Such aggregate figures, of course, cannot 
tell much about the handling of the indi- 
vidual contractor. Taken in conjunction 
with the previously cited information on 
the range of profits, however, they at 
least suggest that there has been a serious 
effort to administer the law in such a 
way as to eliminate only “excessive” 
profits and allow differential profits to 
stand—in other words, an effort to elimi- 
nate what we have called “war gains.” 

In spite of much criticism, there is no 
real evidence that renegotiation has cut 
down profits to levels which have serious- 
ly checked production. Hence, although 
admitting some resistance to renegotia- 
tion, the director of the Purchases Divi- 
sion of the War Department testified: “I 
don’t know of a single contract that has 
not been signed as a result of the Renego- 


* Naval Affairs Hearings, p. 1058. 


tiation Act.”’*” Certainly such testimony 
is not conclusive; but, in view of the pro- 
duction and profit record, it is safe to say 
tat renegotiation has reduced war prof- 
its but that there is no showing that in so 
doing it has significantly curtailed out- 
put.* 

Even though it may be possible to 
take this position with respect to the ef- 
fect of the administration of the act on 
profits, it is not clear that it is possible to 
go on and say that there is positive evi- 
dence that its administration has con- 
tributed directly to the reduction of 
costs within the establishments of gov- 
ernment contractors. The renegotiators 
have apparently functioned to a large 
extent “merely as to profits.” Thus, 
rather than scrutinizing other elements 
of costs, a large part of renegotiation 
“consists of cutting down reserves.” 
Such at least were the admissions by 
price adjustment representatives in Sep- 
tember, 1942.4 Although the personnel 
of the boards seems to have been aware 


47 Hearings, September 29-30, 1942, p. 13. 


4*For contrary views see testimony of John 
Hawley, president, Northern Ordnance, Inc., and 
James Lincoln, president, Lincoln Electric Co., in 
Naval Affairs Hearings, pp. 628-80 and 681-99. 
The over-all earnings record of American corpora- 
tions for the first half of 1943 after allowance for in- 
come and excess profits taxes was 14 per cent above 
the record for the corresponding period of 1942 (see 
Survey of Current Business, XXIII [1943], 5). Un- 
fortunately, few corporations have made specific 
allowances in their statements for the effect of 
renegotiation and probably few renegotiations cover- 
ing 1943 business were completed when this record 
was prepared. A study by the American Institute 
of Accountants of 70 annual corporate statements 
which contained reference to renegotiation showed 
that, in 57, information of the effects of renegotiation 
was tucked away in footnotes, and in only 9 was 4 
renegotiation reserve created as a charge against in- 
come (see Stephen Gilman, “Reporting of War 
Accounting Practices,” Journal of Accountancy, 
LXXVI [1943], 200-210). 


49See Hearings, September 22, 1942, pp. 10 and 
16. 
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of the desirability of going beyond this, 
the Vinson Committee, reporting a year 
later, was still able to write: 


We were somewhat disturbed to find that the 
Departments do not make more searching re- 
view of the expenditures of contractors. In view 
of the fact that one of the prime functions of re- 
negotiation is the scaling down of prices by the 
disallowance as charges to the government of 
improper items of cost, we think that the Price 
Adjustment Boards should devete more of their 
time to making a careful examination of the 
facts upon which the financial statements sub- 
mitted by the contractors are based.”’s° 


Doubtless failure to give more specific 
attention to contractors’ internal costs is 
due in large part to the size of the renego- 
tiation job. As was seen earlier, less than 
a fourth of the total number of assigned 
contractors had been cleared through re- 
negotiations on 1942 business by mid- 
year, 1943. Moreover, the 12,622 con- 
tractors that had then been assigned for 
renegotiations still did not represent the 
total number covered by the act. The 
chairman of the War Department Price 
Adjustment Board estimated that the 
total number of contractors subject to 
renegotiation might reach 25,000. In the 
face of a work load of this kind it is un- 
derstandable that many relevant aspects 
of the renegotiation process might easily 
be given only passing attention. It is per- 
haps too early to say that it has been con- 
clusively demonstrated that the job can 
or cannot be done. It should be recog- 
nized, however, that this question cannot 
be dismissed. For, if it is “administra- 
tively impossible” to do more than, say, 
half the job, then a large part of the case 
for renegotiation as a tool to assist in the 
equitable distribution of the costs of war 
must fall. It would certainly not be in 
keeping with the intent of the statute 
that excessive profits accruing to half the 


8° House Report, No. 733, pp. 30-31 


contractors on government business 
should be eliminated while the other half 
are cleared by administrative default. 
Beyond these questions of the influ- 
ence of renegotiation on profits and costs 
of specific contractors lies the larger 
question of the general meaning for the 
economy. It has frequently been stated 
that reducing prices on government pur- 
chases “‘reduces the cost of the war.” It 
ought to be elementary economics, but 
apparently it is not, that this can be true 
only in a very special sense. If the price 
reductions on government purchases 
mean merely the reductions of dollar 
profit margins, or of dollar prices for in- 
put factors, there is no effect on the total 
real cost of the war, but there is a definite 
effect on the distribution of that cost. 
Thus advancing prices in government 
contracting establishments might con- 
ceivably neutralize, and indeed more 
than neutralize, congressional efforts to 
distribute the cost of the war through 
increased tax rates. To the extent that 
this occurs, the costs of the war are 
shifted disproportionately to taxpayers 
not participating in government busi- 
ness. This is the reason why, in the face of 
much criticism and misunderstanding, 
the price adjustment boards have reso- 
lutely insisted that renegotiation would 
only consider profits as before taxes." By 
so doing, the renegotiation process pre- 
s* The “before versus after taxes” question has 
been one of the most heated co™ troversies which the 
renegotiation process has had io face. However, if it 
is the intent of Congress that procurement policies 
shall not neutralize the tax program in war in- 
dustries, then the position of the renegotiation 
officials, which has been clear and explicit, is cer- 
tainly correct. This position of the boards is ex- 
pressed in the statement: “Neither in the initial 
fixing of a price, nor in the subsequent fixing of a 
price through renegotiation, should the government 
be required to pay the tax which Congress has de- 
clared should be paid by the contractor” (see Naval 


Affairs Hearings, pp. 997-98). For the view that 
renegotiation should consider profits after taxes see 
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vents government purchasing from inter- 
fering with the distribution of the costs of 
war as determined by Congress through 
the tax system. 

There is a way, however, in which the 
renegotiation process might influence the 
total real cost of the war, but the extent 
to which it does so is not measured di- 
rectly by the cutting-down of war gains 
in terms of Collars. If reduction of nomi- 
nal profit margins encourages real econ- 
omies in the use of materials and labor, 
then by this amount the real cost of the 
war to the economy as a whole will be re- 
duced. In other words, reductions in the 
total real costs of war depend on in- 
creased efficiency and not merely on dol- 
lar changes either in profit margins or in 
factor prices. The claim that renegotia- 
tion does work in this direction is reason- 
able on a priori grounds, and there is 
scattered evidence that it does do so.” 
Certainly it is clear that the price adjust- 


the report of the minority of the Vinson Committee 
(House Report, No. 733, pp. 63-64). 

Perhaps the next most highly controverted issue 
has been the question of whether renegotiation 
ought to make specific allowance for post-war re- 
conversion reserves before determining excessive 
profits. This issue is deliberately neglected here, 
not because it is unimportant, but rather because it 
is so important that it requires separate treatment. 
The official renegotiation policy on this matter has 
been that the cost of conversion éo war production 
is properly chargeable to government purchases of 
war materials. The cost of reconversion, on the other 
hand, should be borne out of normal industry profits, 
or by charges against later peacetime production, 
or should be taken care of by special government 
provisions for general industry assistance in the 
post-war period. The sharpest criticisms of the re- 
negotiation policy on this point have come from the 
machine-tool industry. For both sides of the case 
as they specifically apply to this industry see state- 
ments of Joseph L. Trecker of Kearney and Trecker 
Corporations, Ralph E. Flanders of Jones and Lam- 
son Machine Co., and Herbert J. Taylor, vice- 
chairman of War Department Price Adjustment 
Board, in Naval A fairs Hearings, pp. 1146-6r. 

% See, e.g., the letter from Frederick B. Rent- 
schler, which is suggestive on the point (ibid., pp. 
1068-70). 


ment boards have consciously tried to 
administer profit control in such a way as 
to preserve the incentive to economize. 
Against this is the claim of some that 
they have failed to allow enough profit to 
get this result. It must be admitted that 
no substantial body of inductive evidence 
is available which could settle the ques- 
tion conclusively. 

But, even though the effect of the ad- 
ministration of the law upon costs within 
the contracting establishments may be 
doubtful, it may still influence the money 
cost and price structure in industry gen- 
erally through what we have called “the 
diffusion effect.” This it does by scaling 
down government expenditure at a time 
when a large portion of such expendi- 
tures represent deficit financing. In this 
regard its influence is, of course, inter- 
mingled with the influence of other meas- 
ures such as direct price control, mone- 
tary controls, and tax measures. Even 
with the current level of federal expendi- 
tures it cannot be said that a saving of 
three billion dollars annually, or for that 
matter one billion, is insignificant in 
its effects on prices and money costs. 
While the intricacies of these effects 
need not call for attention here, it 
does seem appropriate to point out that 
if renegotiation is to be added to -tax 
collection as a device for keeping money 
prices and costs under some degree of 
control, then savings associated with 
renegotiation must be used to reduce 
effective departmental expenditures. In 
this connection the difference in the 
treatment of refunds and future price 
reductions is of some significance. Un- 
der 1942 renegotiation practice, a price 
adjustment reducing the nominal sales 
figure of a half-completed contract by, 
say, a million dollars, might result in a 
refund to the Treasury of $500,000 and 
a reduction in the future payments due 
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during the remaining life of the contract 
by another $500,000. Since the refund 
represents a return to the Treasury of 
funds already paid out and charged 
against a departmental appropriation, 
it has the effect of reducing that de- 
partmental expenditure. Reduction in 
the prices on this uncompleted portion of 
the contract, however, has the effect of 
permitting the department to make 
additional purchases not contemplated 
when the contract was originally made. 
If renegotiation is to have its full effect 
in minimizing the necessity of deficit 
financing, therefore, it would seem that 
reductions in payments on uncompleted 
portions of contracts, as well as cash re- 
funds, might better accrue to the credit 
of the Treasury rather than to the in- 
dividual department making the original 
contract. At the hearings before the 
Vinson Committee in June, 1943, repre- 
sentatives of both Navy and War de- 
partments agreed that “funds available 
through price reductions should not be 
expended by the Departments, but 
should be reported to Congress as funds 
saved from judicious use of appropria- 
tions which can be used to finance other 
programs to be authorized by Con- 
gress.’’S3 

Whether permitting future as well as 
past savings to revert to general accounts 
actually does result in a net reduction of 
total expenditures depends, of course, 
upon whether Congress is more interest- 
ed in minimizing deficit financing than 
are the departmeats. Quite apart from 
wilful extravagance, it is possible to 
argue against the departmental retention 
of control over future savings with the 
same reasoning that the departments 
have used in defending the renegotiation 
process. With respect to the attitude of 


583 See House Report, No. 733, p. 7. 


the contractors, the departments have 
claimed that the removal of funds rep- 
resenting excessive profits would tend to 
encourage managerial economies. Just 
so the removal of excessive appropria- 
tions might similarly encourage de- 
partmental economies. But the counter- 
argument is not without some merit, for 
if the departments actually do behave 
like business establishments, then they 
might be expected to pursue renegotia- 
tion more vigorously if they were al- 
lowed to retain power to spend the re- 
sulting savings. Thus the very arguments 
that have been used in defending and in 
attacking the renegotiation process it- 
self reappear in considering the merits of 
the retention of control over savings by 
the departments. 

While conclusive settlement of the 
merits of these arguments in both con- 
texts must wait upon more concrete 
facts, it seems reasonable to point out 
that the case as stated above does not 
complete the analogy between the de- 
partments and business establishments. 
If the analogy is proper at all, then the 
ability to return unused appropriations 
to congressional control might easily be 
regarded by the departments as in the 
same category as the business manage- 
ment’s power to declare a dividend to its 
stockholders. There is at least some 
ground for believing, therefore, that 
whatever departmental economies might 
be encouraged by permitting all renego- 
tiation savings to revert to general ac- 
counts would not necessarily be offset by 
reduced vigor on the part of the depart- 
ments in conducting the renegotiations. 
If this is true, then the difference in the 
sheer mechanical obstacles between the 
getting of an additional appropriation 
and the spending of funds already ap- 
propriated might be expected to throw 
the balance slightly on the side of greater 
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economies through the route of allowing 
future as well as past savings to revert 
to general accounts. 


IV. SUMMARY 


In summary, the following conclusions 
seem justified. The direct effect of the 
administration of the renegotiation act 
has been a very substantial net saving of 
government expenditures. In the ad- 
ministration of the measure there has 
been a conscious effort to eliminate war 
gains without disturbing differential 
profits. There is some evidence that this 
effort has been realized at least in part, 
but it is not so clear that the renegotia- 
tion process has created positive in- 
centives to reduce costs. Failure to 


take full advantage of the possibility of 
influencing efficiency may be associated 
with the size of the administrative task 
during the formative period. Because 
the law is concerned with curtailment of 
government expenditures, its indirect 
effects in reducing deficit financing may 
be highly important. Such effects are, 
however, blended with the influence of 
other factors such as tax collections, 
price controls, and monetary measures 
and, therefore, are not as yet specifically 
identifiable. Fuller realization of such 
effects seems more likely to be obtained 
if all renegotiation savings are treated so 
as to reduce effective departmental ap- 
propriations. 
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THE NEW YORK MUTUAL SAVINGS BANKS FUND: 
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r THE spring of 1943, sometime after the 
appointment of a new superintendent of 
banks, all the 125 savings banks in New 
York State not then insured with the Fed- 
eral Deposit Insurance Corporation ap- 
plied for such insurance. Previously, 9 
others had either joined or had made ap- 
plication, and active discussion had oc- 
curred of the relative merits of the federal 
and the state plans. The latter plan had 
been set up in 1934, when all but 2 of the 
New York savings banks which had joined 
the temporary system of federal deposit in- 
surance had withdrawn therefrom. All but 3 
of the 136 savings banks in existence in the 
state at that time had set up a Mutual 
Savings Banks Fund, of which the Savings 
Banks Trust Company (organized in 1933 
largely to hold their reserve balances and to 
lend to or purchase securities from them) 
had been named trustee. When F.D.I.C. 
membership was again considered by the 
New York savings banks in the winter of 
1942-43, it was first proposed not to aban- 
don the Fund but to continue it as a “re- 
pair fund” for special purposes, such as 
taking care of possible deficiency in savings 
banks capital funds, although no further 
assessments were to be levied by it. But, 
after active discussion, the banks decided on 
September 10, 1943, to liquidate the Fund. 

The savings banks plan had certain 
unique features which have been bit little 
publicized. Underlying them was a concep- 
tion of, and approach to, deposit insurance 
and a theory of the way in which it should 
operate that differed markedly from the 


* This article is based largely on unpublished ma- 
terial examined in connection with a report on 
deposit insurance prepared by the writer in 1942-43 
for a subcommittee of the Savings Banks Associ- 
ation of the State of New York. He-is especially 
indebted to Dr. Irvin Bussing, economist of the 
Savings Banks Trust Company, for information as 
to the operations of the Fund. 


current practice of the F.D.I.C. The plan 
thus affords an interesting chapter in the 
theory as well as in the history of banking. 

Deposit insurance as practiced by the 
F.D.I.C. embraces insurance and the super- 
vision of risks incident thereto. It further 
implies broad diversification of risks and 
combines risks of different classes of banks 
in a single system. The Fund, however, was 
part of a plan for mutual self-help by a 
compact, homogeneous, and closely knit 
group of institutions. It was created, owned, 
and controlled by its participants and 
sought to round out a group of services 
rendered to them. Together, the Savings 
Banks Trust Company, the Institutional 
Securities Corporation (a mortgage bank 
which was set up in 1933), and the Fund 
provided an organization to effect complete 
servicing of the needs of the New York 
mutual savings banks. They regarded the 
problems of the mutual savings bank as 
unique and sought through contact with 
their members to provide a co-ordinated or 
integrated mechanism to deal compre 
hensively and sympathetically with its 
problems. The three institutions worked 
with the superintendent of banks, who pro- 
vided the formal supervision of the banks 
needed to reinforce the self-interest of the 
members in securing adequate management 
of the individual institution. 

As an insurance plan, the Fund sought to 
protect depositors by spreading over the 
entire system the losses which would other- 
wise be borne by depositors in particular 
banks. It provided a mechanism for redis- 
tributing losses incurred in banking opera- 
tions. But deposit insurance, it has fre 
quently been observed, although infre- 
quently realized by bank depositors as 4 
whole, implies more than mere insurance of 
deposits. In fact, the ramifications exceed 
in importance the objective just stated. 
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Thus, in the personal view of one official of 
the F.D.I.C.,? the justification of federal 
deposit insurance lies not in the “attempt to 
abolish risk in one large segment of the 
financial system” but rather in the “amel- 
joration of the cycle.” This would be 
achieved by making deposits available in 
whole or in part promptly after suspension, 
so that individuals would not be deprived of 
their purchasing power and business activity 
thereby suffer. Such a service, however, ap- 
plies to checking accounts much more than 
to savings accounts. Savings accounts are 
not checking accounts and are not designed 
to provide a circulating medium. What 
savings depositors primarily need is not 
immediate liquidity but ultimate solvency. 
They wish to see that the integrity of the 
assets protecting their deposits is main- 
tained; in the words of the Savings Banks 
Trust Company, “the margin that repre- 
sents the excess of asset values over liabili- 
ties” to depositors is preserved by prevent- 
ing and/or by making reparation for losses 
incurred in the conduct of the bank’s busi- 
ness. This protection deposit insurance 
seeks to provide to savings depositors, and 
to that end it directs primary attention. 

The savings bank depositor does not de- 
sire merely “death” insurance. Far from it. 
The superintendent of banks in his Annual 
Report for 1934 pointed out that the great 
virtue of the Fund lay in the fact that it, in 
effect, could provide “health” insurance. 
The Fund was authorized to arrange for 
payment of depositors in full, in event of 
liquidation, although since 1911 no New 
York savings bank has closed its doors 
either voluntarily or involuntarily, and 
entered liquidation. Again, the Fund was 
authorized to expedite consolidations de- 
signed to strengthen individual situations 
and to eliminate unnecessary duplication of 
service. This, the F.D.1.C. also can and 
does do. Unique, however, was a third 
activity: the Fund was authorized to 
Strengthen going institutions whose condi- 
tion might for any reason have become un- 


* Homer Jones, “Insurance of Bank Deposits in 
the U.S.A.,” Economic Journal, XLVIII (1938), 597. 


satisfactory. This was true “health” in- 
surance; it required detection of difficulty 
at an early stage and adoption of necessary 
preventive measures so as to keep the in- 
stitution sound and active. It protected 
depositors by maintaining the integrity of 
the assets supporting their deposits in the 
individual banks in which these deposits 
were lodged. It did not confine itself, as 
does the F.D.I.C., to protecting them by 
making their insured deposits available in 
cash or in another institution (either newly 
organized for the purpose or existing), while 
itself absorbing the slow or bad assets. At 
the same time, too, these cases of aid were 
not publicized. 

Thus the Fund was designed, in the 
words of the late Henry R. Kinsey, “not 
only to insure deposits but also to accom- 
plish the more important purpose of main- 
taining in their present condition and even 
improving the status of all mutual savings 
banks in the State of New York.” The 
Fund was merely one part of a more compre- 
hensive threefold mechanism whose basic 
function was co-operative banking and 
mutual self-supervision. In fact, the only 
reasons in 1934 for adding deposit in- 
surance to the already existing co-operative 
banking mechanism would seem to have 
been (1) psychological, to provide con- 
tinued deposit insurance on leaving the 
F.D.L.C., and (2) as a matter of convenience, 
to grant to the Savings Banks Trust 
Company as trustee certain powers over 
savings bank operations which its charter 
did not permit it to exercise as principal. 
One may even say that, operated properly, 
the plan should render insurance of deposi- 
tors unnecessary. 

Effectively to carry on its class of activity 
unique to it, the Fund developed a distinc- 
tive technique for rendering financial as- 
sistance.’ After 1937 it confined itself to 

3 Although it was permitted to lend to members 
with or without security, the Fund did not do so. 
The “liquidity” deposits it was also permitted to 
make with its members, subordinate to the bank’s 
savings deposits but prior to other claims except 
those of the United States and New York State, were 
negligible in amount. 
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making “contributions te surplus” (which 
were not considered liabilities under the 
banking law) instead of purchasing assets 
at not more than book value. Commitments 
to contribute to surplus or to purchase 
assets were also used. Thus banks with a 
weak surplus were directly rather than in- 
directly aided. They were given time, while 
taking other necessary steps, to let the 
future earning power above dividends paid 
the depositors repair the damage. It may be 
observed, in passing, that the bank’s man- 
agement and location, and thus the entire 
outlook for the bank, were considered in 
approaching an unhealthy situation. 

The Fund preferred the method of mak- 
ing “contributions to surplus” to that of 
purchasing assets for several reasons. It was 
simpler. Earnings on the substandard assets 
which the assisted bank held continued to 
accrue to the benefit of the bank. Again, 
liquidation or rehabilitation of these sub- 
standard assets was left in the hands of the 
bank’s own management, provided the 
Fund was satisfied that the management 
was sound. The latter was thoroughly famil- 
iar with details and was better informed as 
to how the assets, especially mortgages and 
other real estate, should be treated. In 
fact, several of the ten cases aided by the 
Fund up to November 1, 1942, involved 
exclusively mortgage and “other real estate” 
problems, while, in the balance, mortgage 
loans and securities were of equal impor- 
tance. Finally, less cash was needed, since 
the amount contributed was only enough 
to make up the deficiency in surplus; more- 
over, commitments might be used to pro- 
vide cash only as losses were actually ex- 
perienced. Thus, over its entire period of 
active operation, the Fund disbursed 14.7 
million dollars in the ten cases (three of 
them mergers) involving thirteen banks 
having deposits of over 170 million dollars. 
In other words, only 1 dollar of protection 
was required on the average for almost 12 
dollars of deposits, although the amount 
advanced ranged from 2.9 to 27.5 per cent 
of deposits, the latter for a very small bank.‘ 

As long as it had advances (whether 


through “contributions to surplus” or 
purchase of assets) outstanding, the Fund 
had certain powers over the institutions it 
aided. Subject to the superintendent’s ap- 
proval, the assisted bank agreed to keep its 
records as desired by the Fund and to make 
reports to and permit examinations by the 
Fund. The bank agreed to consult with the 
Fund, to permit the latter’s representatives 
to participate in its meetings, to make use of 
the Savings Banks Trust Company’s in- 
vestment information service, and to make 
such improvements in managerial personnel 
as the Fund might suggest. The Fund, more- 
over, reserved the right to take over at any 
time management of the weak assets which 
the bank agreed to charge off or to set re- 
serves up against. If the bank objected to 
any recommendation of the Fund, the super- 
intendent of banks acted as arbiter. 
“Contributions” by the Fund were 
actually contributions only if the assisted 
bank were unable to repay; in fact, they 
anticipated future earnings. The agreement 
entered into when a “contribution” was 
made called for repayment of the funds with 
simple interest at the rate at which the bank 
declared dividends to its depositors. A 
schedule was set up calling for quarterly 
payments and providing that excess earn- 
ings above the stipulated payments were 
also to be paid to the Fund. Although a 
ceiling was then placed on the assisted 
bank’s surplus, no bank was embarrassed 
by too rigid a schedule; thus, for example, 
repayments could not (by law) reduce sur- 
plus below 5 per cent of deposits. Incidental- 
ly, by the close of 1942, almost half the 
original disbursements of 14.7 million 


4From 1934 through 1941 the F.D.LC. dis- 
bursed 160 million dollars to aid in merging 136 
banks with deposits of 368 million dollars and 79 
million dollars more to cover the 79 million dollars 
of insured deposits in 234 institutions placed in re- 
ceivership, or roughly 239 million dollars in all 
to protect deposits of 447 million dollars (Annual 
Report of the Federal Deposit Insurance Cor poration 
for the Year Ended December 31, 1941, pp. 15-18). 
About 21 million dollars of other deposits in banks 
placed in receivership were not protected by in- 
surance. 
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dollars had been repaid, and two banks had 
repaid in full. One of these banks had re- 
ceived funds amounting to 3 per cent of its 
deposits, the other to approximately 12 per 
cent. Steady progress was being made in the 
other eight cases. 

The ability of the Fund to strengthen 
going institutions was of particular impor- 
tance to New York savings banks. At the 
close of 1941 there were, outside New York 
City, 77 institutions located in fifty-seven 
communities. Of these, 46 were located in 
communities having but a single mutual 
savings bank, and 15 were the only savings 
banks in their respective counties. For them, 
the merger technique would seem of limited 
aid. Another local savings bank newly or- 
ganized under state law to take them over 
would hardly be practicable, while they 
would be eliminated entirely if their de- 
posits were taken over by a commercial 
bank. It may further be observed that the 
policy of the Fund assumes that a mis- 
managed institution may be worth saving; 
in other words, that, unless there be no 
economic basis or need for the bank, turn- 
over should occur in personnel rather than 
in institutions. 

Incidentally, from one point of view, the 
“contribution to surplus” technique is 
reminiscent of the practice adopted in 
1933-34 of having the Reconstruction 
Finance Corporation purchase capital de- 
bentures issued by some mutual savings 
banks and either such obligations or pre- 
ferred stock issued by banks with capital 
stock, in order to strengthen the capital 
position of these institutions sufficiently to 
qualify them for federal deposit insurance. 
Moreover, the urging by the F.D.I.C. that 
its members use earnings to build up capital 
accounts and its emphasis upon the neces- 
sity for maintaining an adequate ratio of 
capital to deposits is, of course, designed 
among other reasons to reduce the extent 
of the risks covered by the insurance it 
writes. 

Understanding of the Fund’s operations 
would be incomplete without some more 
specific reference to the services rendered by 


its two sister-institutions. It stood in close 
relationship to them. The Savings Banks 
Trust Company was designed to furnish 
liquidity to savings banks by purchasing 
securities from or making loans to them 
against the pledge of assets. In normal 
times the Trust Company could utilize for 
that purpose the funds of savings banks on 
deposit with it. These it could supplement, 
in times of widespread demand for cash by 
savings banks, by funds borrowed from its 
large New York City correspondents and, 
in times of stress, by funds borrowed from 
the Federal Reserve Bank or any then 
available governmental agency. The In- 
stitutional Securities Corporation was or- 
ganized chiefly to provide a central market 
for mortgages held by savings banks. In 
normal times the Corporation could utilize 
for that purpose the funds of savings banks 
obtained through sale to them of its own de- 
ventures. These it could supplement, in 
times of widespread demand for cash by 
savings banks, by funds obtained by bor- 
rowing or selling its debentures elsewhere 
and, in times of stress, by funds borrowed 
from any then available governmental 
agency. Thus savings banks demand for 
funds could be channeled through the two 
sister-institutions. However, in times of 
widespread demand or economic stress, 
the savings banks, by means of their huge 
holdings in government securities, could 
obtain cash from their depository banks, 
the Federal Reserve Bank,’ or any federal 
governmental agencies that might be set up 
for the purpose. 

From the above analysis, it is evident 
that the Mutual Savings Banks Fund pos- 
sessed certain unique features. it conceived 
of deposit insurance as concerned basically 
with the maintenance of the integrity of 
individual bank assets, either by preventing 
or by making reparation for losses incurred 
in the conduct of a bank’s business. It 
emphasized “health” insurance, to keep go- 
ing institutions alive and in independent 
operation rather than to merge or liquidate 

5 By sale of government bonds in the open market 
to the Reserve bank. 
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them. Such “health” insurance it provided 
largely by making contributions directly to 
a bank’s surplus rather than by purchasing 
assets from the bank, and its procedure, as 
we have shown, possessed certain technical 
advantages.® Finally, the plan approached 
deposit insurance in terms of the complete 
servicing of a homogeneous, closely knit 
group of institutions by three closely in- 
terrelated agencies, co-operating closely 
with the state supervisor. 

The question naturally arises as to what 
applicability these features, or any of them, 
have to federal deposit insurance. Should 
not the powers of the F.D.I.C. be broad- 
ened, so as to enable it to provide broad 
“health” insurance, designed to keep in- 
stitutions alive, instead of merely as a prel- 
ude to merger, as at present? If such ex- 
panded powers be granted, should the 
F.D.L.C. not employ the technique of mak- 
ing contributions to surplus? An affirmative 
answer to this query implies, of course, that 
the success of the method does not neces- 
sarily require that the plan be operated 
only with a small, closely knit group of 
institutions. And it implies, too, that liquid- 
ity will necessarily follow if integrity of 
bank assets be maintained, especially if 
supervision be continued at the Corpora- 
tion’s present standard of efficiency. 

An alternative to an attempt to apply the 
lessons of the Mutual Savings Banks Fund 
to the F.D.I.C. plan as a whole would be for 
the Corporation to create a separate fund 
for its mutual savings bank members. Some 
enlargement of the Corporation’s operations, 
along the lines just indicated, would appear 
necessary if the New York technique were 
to be closely paralleled. It was proposed 
late in 1942 and early in 1943 that the New 
York Fund continue in existence as a “re- 
pair fund.” Such a suggestion was made 


6 Stated somewhat differently, the Fund did not 
insure deposits directly. In so far as it provided in- 
surance (reparation for loss) instead of merely 
guidance (prevention of loss), it insured assets to the 
banks involved. It expected guidance to obviate 
need for reparation to the depositor. Only in- 
directly, thus, can the depositor in practice be said 
to have been insured. 


by the New York City savings banks which 
were members of the F.D.I.C. or applicants 
for membership therein, and they hoped 
thereby to hasten the creation of a special 
fund for mutual savings banks and thus to 
reduce the premium for insurance. After the 
midwinter conference of the Savings Banks 
Association of the State of New York, held 
on March 19, 1943, at which the remaining 
savings banks decided to enter the F.D.I.C. 
plan, the superintendent (though not the 
F.D.I.C.) required that the Fund strengthen 
the surplus of eleven banks entering the 
F.D.L.C. plan in an aggregate amount rough- 
ly equal to its total previous disburse- 
ments, or somewhat less than 15 million dol- 
lars.? Meanwhile, it could also administer 
the cases in which financial assistance had 
previously been furnished, and later, pre- 
sumably, it could take care of the exception- 
al cases where the other savings banks might 
consider it advisable to strengthen and pre- 
serve particular banks which had gotten in- 
to difficulty. 

Certain technical hurdles appeared in the 
proposal to continue the Fund. For example, 
the Fund ostensibly insured depositors with- 
out limit, while the F.D.I.C. insured only to 
$5,000 each. Far more important, the Fund 
would assume the risk until its own assets 
were exhausted, so that the F.D.I.C. would 
become merely the residual insurer or re- 
insurer of the excess risk. Various savings 
bankers, however, had favored having the 
Fund merely carry frozen assets, with the 
F.D.L.C. bearing the ultimate risk of loss. 
This proposal the projected plan would not 
seem to implement. Again, the plan re- 
quired close co-operation and agreement be- 
tween three bodies—the Fund, the F.D.L.C., 
and the state supervisor—in cases which the 
Fund aided. Finally, the New York savings 
banks would presumably be entitled to a 
reduced premium, but would those in other 


7 Two of these banks were among the 10 which 
had previously been assisted. The aggregate surplus 
of all 134 savings banks ~~ ‘he state on June 30, 
1943, was 677 million do) .rs when calculated at 
book value of their security holdings and 743 million 
dollars when calculated at market value. 
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states which possessed either no such plan or 
one which was not so strong also be entitled 
to reduced premiums? The answer to none 
of these questions was clear. 

The action of September 10, 1943, how- 
ever, put an end to these problems. Just as 
those banks which had favored insurance 
with the Fund instead of the F.D.I.C. had 
found themselves overborne in March by 
defections to the federal system which made 
impracticable continved reliance solely up- 
on a state plan greatly reduced in scope, so 
in September those federally ‘nsured savings 
banks which favored keeping the Fund 
alive found themselves outweighed by the 
banks which realized the difficulties men- 
tioned in the preceding paragraph and be- 
lieved that no useful purpose would be 
served by continuing the Fund. On that 
date, therefore, it was finally decided to 
liquidate the Fund, distribution to be made 
initially of cash on hand and, later, of sums 
received as repayments from assisted banks. 


Thus New York savings banks today again 
show roo per cent membership in the 
F.D.LC. No special fund for mutual savings 
banks has been created, and they participate 
on the same basis as to both premium and 
coverage as do all other classes of federally 
insured banks. However, there has been 
created a council of savings bankers to 
advise the F.D.I.C. about these institutions 
and their problems, and some savings bank- 
ers regard its creation as a distinct gain for 
their class of institution because it affords a 
closer link to the national scene. A dis- 
tinct shortcoming of the F.D.I.C. plan, 
nevertheless, is the fact that henceforth a 
New York savings bank in difficulty can be 
kept alive only by recourse to the devices 
employed prior to the inauguration of the 
Fund, namely, by having trustees or other 
interested or public-spirited citizens con- 
tribute from their own resources. 


BROOKLYN COLLEGE 
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Keynesian Economics. By MABEL F. TIMLIN. 
Toronto: University of Toronto Press, 1942. 


Pp. ix+198. $2.75. 


Miss Timlin is to be congratulated on an ex- 
cellent piece of work. The book is primarily 
an account of the development of the theory 
of employment, interest, and money since the 
publication of Keynes’s book of that name up 
to date. While it shows a familiarity with and 
a thorough understanding of the flood of books 
and articles on these subjects, the book is 
happily written not as a history of the disputes, 
many of which are not worth disinterring, but 
as a positive statement of an analytical system. 
In this the author closely follows Lange, al- 
though the framework bears a greater super- 
ficial resemblance to Hicks’s work because of the 
use of the concept of ‘“‘weeks”’ based on Hicks’s 
definitions. Although the Preface modestly dis- 
claims any originality, it is inevitable that an 
intelligent and understanding synthesis of so 
many strands of thought should have many 
elements both in structure and in content that 
are novel and interesting. 

Very little mathematics is used and few dia- 
grams. Some very elegant diagrams to illustrate 
the working of the multiplier are unnecessarily 
stultified by a fear of measuring both con- 
sumption and income along the same axis. 

The book is built on three models of the 
economy—a “fundamental” model, in which 
short-period equilibrium is reached every “‘“Mon- 
day,” and two supplementary models, in which 
employment decisions and consumption-saving 
decisions are made on different days of the 
week. it is of interest how little could be said 
about the supplementary models, whose ex- 
plicit time lags seem to give the author freedom 
to get almost any desired result. This freedom 
enables Miss Timlin to join the fashion of 
giving a description of a process through time 
which looks very much like a description of the 
business cycle. Some of the steps in this are a 
little dubious in the legerdemain atmosphere of 
all such demonstrations. But the main body of 
her analysis is in terms of the “fundamental” 
model. This means that it is in terms of the 
assumption of the continual attainment of 
short-period equilibrium and could just as well 


have been described without the scaffolding 
of “‘weeks.” This supports the reviewer’s feeling 
that, excellent as real process analysis would be, 
we do not at present seem to be able to provide 
it and must content ourselves with the approxi- 
mation to reality that is afforded by assuming 
short-period equilibrium. 

There are a number of weaknesses in the 
book, for most of which it would be unfair to 
blame Miss Timlin. They pervade the literature 
she is indirectly reporting, and the most that 
can be said is that she did not fully utilize her 
opportunity of clarifying them. Among these 
are the failure to distinguish clearly between 
the marginal productivity of capital and the 
marginal efficiency of investment (for which 
Keynes’s own hybrid “marginal efficiency of 
capital’ must bear the brunt of the blame), a 
rather long-winded distinction between trans- 
action and speculative cash balances (anti- 
climaxed by the necessity of combining them, 
after all, for further analysis), and an elaborate 
development of a system of various kinds of 
long- and short-term interest rates that leads to 
little more than the final substitution of the 
phrase “complex of interest rates” for “the rate 
of interest” in the application of interest theory. 
Where the distinction is maintained the error 
is committed (pp. 179 ff.) of supposing that a 
government policy for influencing interest rates 
by monetary measures, because it is likely to 
have a greater effect on short-term than on long- 
term rates, will bring about those expectations 
of future movements in the long-term rate 
which would have caused the same divergence 
between long- and short-term rates. With this 
non sequitur a number of conclusions as to the 
destabilizing effects of interest rates fall to the 
ground, but this was merely an addition to an 
existing overemphasis on the role of interest in 
economic policy which seems almost impossible 
to avoid in Keynesian writings because of the 
fundamental part played by the theory of inter- 
est in the Keynesian consummation of under- 
consumptionist hunches. 

There are a few minor slips. For instance, it 
is stated (p. 111) that the marginal propensity 
to consume is the rate of change in the average 
propensity to consume, but the marginal pro- 
pensity to consume is certainly not zero when- 
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ever the average propensity is constant. It is 
stated that (on time-preference account) “it 
appears inescapable that higher rates of saving 
must be connected with higher rates of inter- 
est” (p. 107), but this has been refuted by 
Robbins in terms of the elasticity of demand for 
future income in terms of present income. There 
are not many mistakes of this kind, however, 
and the few that there are perhaps only improve 
the usefulness of the book as material for a 
graduate seminar in modern economic theory. 


Ansa P. LERNER 


New School for Social 
Research, New York 


Essentials of Price Theory. By B. S. KEmRsTEAD. 
With a Foreword by H. A. Innis. Toronto: 
University of Toronto Press, 1942. Pp. viii+ 
246. $2.75. 

This is a textbook on principles of economics 
“entirely devoted to the problems of price 
theory”’ (Preface). It is entirely theoretical and 
contains nothing on practical business pursuits 
and little directly on public policy. While the 
book moves between extremes of simplicity 
(such as a Crusoe economy with only one prod- 
uct, then with two products, then with Man 
Friday added) and industrial price theory 
which is sufficiently advanced to raise dispute 
among theorists, it contains predominantly 
more advanced theory. The book is designed 
for “more advanced groups” (p. v). A familiar- 
ity with much of the best economic literature, 
both the old and the most heralded of the new, 
is evident throughout the book. 

This book would serve well as a legitimate 
guide to both earlier and modern price analysis 
~-not, however, without offering some targets 
for “upper crust” theorists. Numerous propo- 
sitions are advanced by the author “on his 
own.” In content, the book is a move “back- 
ward” from the economics of the press, the 
commercial club, and even most textbooks on 
principles to the more arid and rigorous analy- 
sis that cannot compete for audiences. It could 
be studied with advantage by the best under- 
graduate students and even those teachers who 
never have had the best theoretical training or 
who never have been able to keep up in theory. 

The book has three possible shortcomings. 
It is too restricted in scope to serve the widest 
interests. The author accounts for this because 


his study and plans were abbreviated and pub- 
lication was hastened due to war restrictions 
(Preface). Second, the exposition tends at 
times, although not seriously, to a pedantic or 
debater’s “proving” style. Third, the organ- 
ization is not especially good or clear. Books 
I and II, aggregating only 73 pages, comprise 
seven chapters and an Appendix of eleven 
pages on the meaning, objects, and methods of 
economic study and the use of mathematics in 
economic study. This treatment is too dis- 
cursive and the space given to it probably 
could have been used otherwise with better re- 
sults. “‘Advanced groups” hardly need some 
of this material and elementary groups would 
not benefit much by it. Book IV, on “Dis- 
tribution,” also is possibly more discursive than 
is effective in the space allowed to it, although 
this judgment would be more debatable. The 
outline of Book III, on the “Theory of Price 
in an Industrial Economy,” appears sketchy and 
incomplete. However, it is the heart of the 
book and in substance it is very ably handled 
and rather extensively covered. There are many 
illustrative graphs, some of which are quite 
complex. The substance of this volume is dis- 
tinctly superior to its organization and form. 
It is much more than the author states—a re- 
production of classical theory (p. 58 n. and p. 
73). The book merits wide examination by 
teachers of economic theory above the ele- 
mentary level. 

LEwis SEVERSON 


Beloit College 


The Economics of Price Determination. By C. 
Curve Saxton. New York: Oxford Univer- 
sity Press, 1942. Pp. viiit+-190. $3.50. 

In recent years there has developed a con- 
siderable reaction against the formalism of the 
theory of imperfect competition. Many econ- 
omists, including the reviewer, find it boring, 
rather than illuminating, to chant “marginal 
revenue equals marginal cost” at two-paragraph 
intervals. Real progress in the theory now re- 
quires a shift in emphasis from mathematical 
analyses of the implications of a negatively 
sloping demand curve to detailed studies of in- 
dividual market structures. 

Mr. Saxton has felt this need and seeks to 
meet it in part by describing entrepreneurial 
policies in “typical situations in industry” 
(which are unfortunately described rather 
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loosely) on the bases of personal investigations 
and a questionnaire of broader coverage. This 
approach is open to the objection that it pre- 
maturely attempts to draw useful empirical 
generalizations without first making detailed 
investigations of particular industries. It ac- 
cordingly runs the risk of being too vague and 
general to be an important empirical contribu- 
tion and too specific and ad hoc to be good 
theory. I think, indeed, that Mr. Saxton’s 
volume falls in this unhappy no-man’s land. 

It is not that the general view of business 
life here portrayed is objectionable. On the 
contrary, the general perspective is good; and 
the volume abounds with reasonable and in- 
formative comments on specific problems—in 
particular on the price-leader firm and short-run 
price rigidity. But the formulation of issues is 
often too vague to help the theorist; chapter vi, 
for example, shows that something akin to mar- 
ginal cost enters into most entrepreneurial de- 
cisions, rather than answering more significant 
questions such as whether there are systematic 
biases in their computations, the extent to which 
long-run considerations enter short-run calcula- 
tions, etc. There is also an excessive amount of 
attention paid to formal problems in business 
administration—e.g., the advantages of a 
budget, the nature of “standard costs” and of 
profits, and the methods of remunerating labor- 
ers; and the presentation is further marred by 
discursiveness and repetition. Yet there is con- 
siderable useful material on price policies in 
chapters i, viii, and ix; and some teachers 
may find these a useful corrective for overly 
enthusiastic acceptance of the theory of monop- 
olistic competition. 

GEORGE J. STIGLER 
University of Minnesota 


The Federal Role in Unemployment Compensa- 
tion Administration: A Report Prepared for 
the Committee on Social Security. By Ray- 
MOND C. ATKINSON. Washington: Com- 
mittee on Social Security, Social Science Re- 
search Council, 1941. Pp. x-++192. $2.00. 


This volume presents the author’s analysis 
and conclusions after a four-year study of the 
administration of unemployment compensation 
in the United States. Throughout, the reader 
is impressed with Mr. Atkinson’s mastery of the 
technical problems involved in this complicated 
administrative undertaking and with his ability 


to present the subject in a clear and interesting 
manner. The book is important as a highly 
competent study of a new sort of administra- 
tion—that involved in a new type of federal- 
state co-operation. Unemployment compensa- 
tion, as presently constituted, is not only one 
of the largest experiments in federal-state co- 
operation; it also differs in two respects from 
the more usual federal-aid programs. (1) The 
states have been given wide latitude as to the 
contents of their unemployment compensation 
laws, for the tax offset which is the basis of 
federal control is conditioned on the state’s 
meeting only a few rather general standards. 
(2) On the other hand, state administration 
is financed 100 per cent from federal funds in- 
stead of on the more usual matching basis—an 
arrangement that tends to make federal control 
of administration more rigorous than elsewhere. 

In these fast-moving times it might be 
thought that a book published in 1941 would be 
somewhat out of date by now. But that is far 
from true in this instance. For the Wagner- 
Murray-Dingell bill, supported by organized 
labor and now pending in Congress, would 
abolish federal-state unemployment compensa- 
tion and substitute a completely national sys- 
tem. Mr. Atkinson’s study throws much light 
on this current controversy. 

For three quarters of the book he analyzes 
the administrative problems involved in this 
kind of federal-state co-operation. While diffi- 
culties are discussed, the reader concludes that, 
on the whole, the system has worked. More- 
over, it is noteworthy that the cost of ad- 
ministration has been remarkably low, com- 
pared with estimates made when the system 
was inaugurated and with British experience 
with a unitary national system. The author 
presents certain constructive suggestions as 
to how the performance could be improved and 
friction between federal and state officials re- 
duced. (Some of these changes have been 
adopted since he wrote.) Further, he indicates 
that a matching basis for financing administra- 
tion would be preferable to the 100 per cent 
federal grant. 

In the last quarter of the book the author dis- 
cusses two alternative proposals for substantial 
change in the unemployment compensation 
program: (1) the enactment of additional 
national standards covering the substantive 
provisions of state laws, combined with the 
creation of a national reinsurance fund, or (2) 
the establishment of a completely national sys- 
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tem. With Mr. Atkinson’s conclusion in favor 
of a national system this reviewer definitely dis- 
agrees. But his book is extremely valuable, 
whether one agrees with him or not, because it 
clarifies the issues involved. For it indicates 
that federal-state co-operation is entirely 
practicable as a matter of administration. Thus, 
one frequent argument for nationalization is 
shown to have little validity. Moreover, Mr. 
Atkinson analyzes carefully the effect of further 
national standards, plus reinsurance, and con- 
cludes: “The national standards therefore 
would become in reality both maximum and 
minimum standards.” In short, attempts to 
secure greater uniformity in state laws through 
further national action would be bound to de- 
stroy all state independence and initiative. 
Thus, Mr. Atkinson shows that for the 
future of unemployment compensation the 
choice must be between complete nationaliza- 
tion or the continuance of genuine federal-state 
co-operation, under which the states would re- 
tain real responsibility and opportunity to go 
on strengthening their own laws. This im- 
portant choice should be made on grounds 
so broad that they can scarcely be discussed 
adequately in a brief review, such as this. 


ELIZABETH BRANDEIS 
University of Wisconsin 


Government and Economic Life: Development and 
Current Issues of American Public Policy. 
Vol. I, by Leverett S. Lyon, Myron 

, {W. Watkins, and Vicror ABRAMSON. 1939. 
Pp. xvi+519. $3.00. Vol. II, by Leverett S. 
Lyon and Victor ABRAMSON, with the col- 
laboration of CHARLES L. DEARING, FRANK 
A. Fetrer, Cuartes O. Harpy, Pavut T. 
Homan, Ben W. Lewis, Epwin G. Nourse, 
and ELEANOR POLAND. 1940. Pp. xi+781. 
$3.50. Washington: Brookings Institution. 


Among the many textbooks which have re- 
cently been written in the general field of 
business and government, there are only two 
that meet the needs of the serious student of 
economic problems. Government and Economic 
Life is one of them. Despite the excellent ex- 
ample set by Professor J. M. Clark in his classic 
work, Social Control of Business (recently re- 
vised, and the only other adequate volume in 
the field) most later textbook-writers—and 
there have been many—have not stopped to 


analyze fundamentals. Thoughtful students, 
reading such texts, find no answer to such 
questions as “Why did Congress feel it neces- 
sary to legislate at all?” and “What were the 
underlying economic forces at work trans- 
cending the machinations of pressure groups, 
party politicians, reform movements, and 
business interests?” 

Compilations have been made by politi- 
cal scientists and others which are merely 
dreary chronologies of legislation, administra- 
tive orders, and juridical decisions—none evalu- 
ated in terms of an economic rationale. Other 
textbooks, usually called by some such title as 
“Government Control of Business,’’ present as 
critiques of policy only the utterances of busi- 
ness organizations and of businessmen—utter- 
ances adequately expressing pocketbook irri- 
tation but ignoring or denying the fundamental 
changes in economic and social structure de- 
manding adaptation. Indeed, one or two such 
volumes go so far as to imply that the legislation 
of the past half-century—and particularly of 
the past decade—was largely concocted out of 
whole cloth by impractical professors and 
political opportunists semienvious of business 
success on a large scale. 

In Government and Economic Life one finds 
in most chapters an amazingly happy selection 
of materials and a well-balanced distribution of 
emphasis. Built around a framework of able 
economic analysis setting forth the funda- 
mental recurring problem involved, there is a 
masterful selection of relevant portions of 
economic and industrial history, a legislative 
record without the welter of irrelevant detail 
usually attending political action, an entirely 
realistic account of the major pressure-group 
interests and personalities involved, together 
with a concluding section indicating major re- 
forms in the offing. Indeed, the wisdom and 
breadth of outlook of some chapters reminds one 
of that famous passage in Thurman Arnold’s 
Folklore of Capitalism in which he describes a 
corporate reorganization as ‘“‘a combination of a 
municipal election, an historical pageant, an 
anti-vice crusade, a graduate school seminar, a 
judicial proceeding, and a series of horse trades 
all rolled into one—thoroughly buttered with 
learning and frosted with distinguished names.” 

The organization of the book in similar 
fashion follows the pattern of a well-thought- 
out theoretical framework. Most textbooks in 
this field, one needs hardly mention, are put 
together either on a purely chronological basis 
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(by political administrations) or along the 
pattern of the familiar diagrams showing the 
interrelationship of parts of our government 
(as if actual power and decisions followed such 
charts) or in accordance with the divergent 
paths of pressure groups or other interests. 

Government and Economic Life, after spend- 
ing much too brief a time on fundamental con- 
cepts and conditioning factors (Professor 
Clark’s book is ideal in that regard), deals, in 
Part II, with government implementation of 
enterprise via establishment of organizational 
forms (the section on the corporation is superb), 
bankruptcy and reorganization procedures, a 
patent system, a monetary mechanism, and 
provision of knowledge. In Part III problems 
of regulating the general plane of competition 
are treated, and in particular the areas of anti- 
trust action and of trade-union activities. In 
Part IV special industries are considered, 
notably foreign trade, public utilities, railroads, 
agriculture, coal, oil, and foods and drugs. In 
Part VI the question of governmentally or- 
ganized production is dealt with along func- 
tional, rather than industrial, lines, such items 
as public relief and social security being quite 
properly given due place therein. Part VII pre- 
sents conclusions which afford the reflective 
student guidance for the future. No text on 
business and government should fail to include 
a discussion of programs of change and better- 
ment. 

For those who are not interested in handing 
down to students pat points of view, these two 
volumes will prove singularly helpful, for they 
show the thoughtful how to devise their own 
solutions and give those less seriously interested 
a critique of evaluation that will be permanently 
useful. As a textbook, Government and Economic 
Life is outstanding. 

THEODORE J. KREPS 


Stanford University 


Regulatory Administration: An Exploratory 
Study. Edited by Grorce A. GRAHAM and 
HENRY REINING, Jr. New York: John 
Wiley & Sons, Inc., 1943. Pp. 254. $2.75. 
This book grew out of the belief of its editors 

that the field of regulatory administration would 

be better understood if it could be seen in 
broader perspective, if there could be cross- 
fertilization among the various specialized fields 
where regulatory techniques are employed. 


There will not be much disagreement with this 
view, which is not so novel today as it was ten 
years ago when the editors began to think about 
such a book. Indeed, this method has been 
applied on a grand scale in the recent study of 
federal regulatory administration made by the 
staff of the Attorney-General’s Committee on 
Administrative Procedure. The preoccupation 
of the present volume, however, is much broader 
than with mere procedure; the contributors 
were requested by the editors to view ad- 
ministrative regulation in their particular baili- 
wicks “broadly as a social phenomenon.” 

With this guide, the assembled experts pro- 
ceed to discuss what in their judgment are the 
significant problems in six widely scattered 
regulatory fields. Probably the best use of space 
is made by O. W. Wilson, writing on police ad- 
ministration, and G. W. Anderson, who deals 
with regulation in public health, although the 
approach which the two men take to their re- 
spective fields is quite different. W. E. Mosher 
and Wilbur LaRoe, Jr., have 90 pages between 
them in which to do a similar job for public 
utility and railroad regulation, and can give 
little more than a synopsis of these immense 
fields. Reining writes on state labor-law ad- 
ministration, and Leon C. Marshall attempts 
to draw some conclusions as to the location and 
utilization of authority in a regulatory agency 
from his experience as head of the Review 
Division in the dying N.R.A. 

These are all useful discussions, but whether 
they add up to a new interpretation of the social 
significance of the regulatory process is another 
question. One reason why the book fails of its 
announced purpose is that the editors have 
done only half of their job. Graham supplies a 
brilliant introductory chapter which speculates 
wisely on regulation as a process of govern- 
mental control. But there is no comparable con- 
cluding chapter pointing out the new relation- 
ships which it was the theory of the editors that 
the book would uncover. Even with material 
much more obvious than that involved here, an 
audience needs, as the colored preacher knew, 
to be told what it has been told. In addition, 
this reviewer has grave doubts as to the effec- 
tiveness of the symposium as a method of adding 
to human knowledge. Miles Standish’s recipe 
for getting a thing well done still seems a good 
one. 


C. HERMAN PRITCHETT 
University of Chicago 
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Industrial Relations in Germany: 1914-1930: 
Annotated Bibliography of Materials in the 
Hoover Library on War, Revolution, and 
Peace and the Stanford University Library. 
Compiled by WALDO CHAMBERLIN. Stanford 
University: Stanford University Press, 1942. 
Pp. xv+403. $5.00. 

The title of this publication is highly mis- 
leading. The volume presents a bibliography 
of those books, magazines, and newspapers in 
the Hoover Library and the main Library of 
Stanford University which the author considers 
important for a study of industrial relations in 
Germany in the twenty-five years before the 
outbreak of the present war. The term “indus- 
trial relations” has been understood “‘as embrac- 
ing any matter affecting the relationship between 
employers and employees.” Some of the titles 
included indicate that the author has given his 
definition a very broad interpretation. This 
is a serious disadvantage, since it makes his 
bibliography, which is not classified topically, 
even more incomplete and unsatisfactory than 
it would otherwise be. The collection of publi- 
cations, which are listed in the bibliography is 
extremely spotty and unrepresentative; it is 
completely inadequate for a serious student of 
German industrial relations in the pre-war 
period. This is particularly true of the list of 
official documents, which includes a very small 
number of existing and indispensable publi- 
cations, and of magazines and newspapers, most 
of which are not available in complete series. 
In frequent instances, only a few years or a 
few issues exist—even such important publica- 
tions, as the Frankfurter Zeitung, the Bank- 
Archiv, the Magazin der Wirtschaft, the Tat, and 
the Vorwdrts (to mention only a few), are incom- 
plete. The official Reich Gazette and the official 
Statistical Abstracts are available only until 
1925, the Sociale Praxis, the most important in- 
dependent German periodical for industrial re- 
lations, only until 1926! It is very unfortunate 
that the author felt it necessary to annotate the 
titles. That is, in any case, an exceedingly diffi- 
cult task and should be undertaken only by 
somebody who is thoroughly familiar with the 
problem. Many of the annotations and even the 
Preface of the volume show that the author ob- 
viously lacks the necessary familiarity and com- 
petence. Countless mistakes, some of them of 
the most embarrassing nature, have occurred; 
moreover, the annotations reveal very definite 
political sympathies of the author which are 


hardly called for in an “objective” bibliography. 

The only value of this volume seems to be to 
acquaint students of industrial relations in Ger- 
many with the—incomplete—material that 
Stanford University possesses in the field. 
This, I feel, hardly justifies the publication of 
a bulky volume, particularly in a period of war- 
time shortages. 


Vassar College 


Orto NATHAN 


Wartime Problems of State and Local Finance: 
Symposium Conducted by the Tax Institute, 
November 27-28, 1942, New York City. 
Philadelphia: Tax Institute, 1943. Pp. ix+ 
267. $2.50. 

With a few exceptions, the papers in this 
volume remain timely and interesting a year 
after the meetings at which they were read. 
This is evidence of careful programming. At 
the same time, it emphasizes how slow is prog- 
ress in solving the problems of intergovern- 
mental relations which were a recurrent theme 
of all the meetings. 

Most of the contributions express opinions, 
conclusions, and prescriptions, with relatively 
little analysis. Parts I and II review what the 
war is doing to state and local costs and 
revenues. A short paper by Professor Ernest 
Minor Patterson on “Effect of Inflation on the 
Cost of Government” is disappointingly in- 
complete. Part III, though entitled ‘Inter- 
governmental Fiscal Problems as Accentuated 
by War,” deals with only one type of problem 
in this field: tax immunities and in-lieu pay- 
ments. It might have been strengthened by 
papers on other topics. Part IV discusses the 
shaping of fiscal policies to aid in postwar ad- 
justments. In Part V a brief newspaper report 
of a speech by Mayor La Guardia is followed by 
five short addresses on state and local fiscal re- 
sponsibilities in winning the war. The Appendix 
reviews several regional round tables which pre- 
ceded the New York conference. There are a 
classified Bibliography and an Index. The edit- 
ing is good. 

For many state and local governments the 
immediate fiscal problem at the time of the 
meetings was what to do with apparent sur- 
pluses resulting from wartime revenue gains 
and expenditure reductions. Federal wartime 
deficit spending was breeding grave inflationary 
dangers, while commodity scarcities and in- 
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creased federal income taxes threatened to im- 
pair state-local revenues. 

In such circumstances, one would suppose 
that concern over preserving state-local financial 
stability and independence would counsel 
caution in reducing taxes, even by those who 
thought state and local governments had no 
particular interest in contributing to national 
economic stabilization. Lewis B. Sims recom- 
mended such caution; he favored debt retire- 
ment and investment of reserves in war bonds 
to finance future planned, useful public works 
(p. 53). Harvey S. Perloff urged “counter- 
cycle budgeting....to implement the long- 
range flexible planning of capital outlays” (p. 
173). He suggested certain improvements in 
financial mechanisms and tax structures to help 
take much of the “leanness” out of the lean 
years. Such views met sharp dissent from the 
New York City budget director, Kenneth 
Dayton, who argued that state and local govern- 
ments “owe” tax reductions to taxpayers and 
the federal government (p. 28). Similar views 
were expressed by A. A. Burger, of the New 
Jersey Chamber of Commerce, and implied by 
A. E. Buck (pp. 12 and 184). 

Several contributors apparently look upon 
the federal government as an interloper, even 
in its war activities and financing. Perhaps some 
such presumption enables Robert S. Ford to 
note approvingly that the federal government 
pays tax equivalents on some of its real estate 
holdings (pp. 79-85), to favor continued col- 
lection of state-local sales and other taxes from 
the federal government through its war con- 
tractors (pp. 85-88 and 94), and yet to argue 
in the same paper that federal taxation of 
private incomes from municipal bonds would 
give only “the temporary advantage of some 
additional federal revenue” at prohibitive ex- 
pense, i.e., “the impairment of state sover- 
eignty” (pp. 95-96). Ford leans rather heavily 
on exaggerated estimates of the financial ad- 
vantage which would be lost to bond-issuing 
local governments through termination of the 
present exemption. Paul Studenski deflates 
these estimates quite substantially in a dis- 
passionate exercise in diminuendo, entitled 
“Bond Exemption—An Unjustified Subsidy to 
State and Local Borrowing.” He suggests a 
transitional compromise and prompt action. 

These papers make it perfectly clear that 
some of the greatest fiscal inequities associated 
with our federal system of government will not 
be solved until those who decide policy at all 


levels—local, state, and federal—view the 
American governmental system as a unified 
enterprise in which their respective units are 
co-operating partners rather than rival sover- 
eignties. The war has perhaps stimulated move- 
ment in this direction, but too much is lip 
service. The symposium demonstrates that 
intergovernmental antagonisms unfortunately 
persist and may have been intensified by the 
difficult adjustments which a war of unparalleled 
magnitude has thrust upon state and local 
governments. 

I. M. Laxovirz 
Bureau of the Budget 

Washington, D.C. 


The Tax Systems of Australasia. By James H. 
GILBERT. Eugene: University of Oregon, 
1943. Pp. v+168. $1.25. 


This volume describes the development of the 
tax systems of the national governments of 
Australia and New Zealand from the founding 
of these governments to the second World War. 
State and local taxes receive only incidental 
mention, except for a final chapter on local 
rating in New Zealand. The influence of in- 
dustrial conditions in the two countries on the 
tax systems has been stressed and the response 
of tax legislation to changing economic con- 
ditions has been carefully traced. 

The relation of customs duties to trade 
policies in both countries is discussed at some 
length, with emphasis on the protective rather 
than on the revenue aspects of these levies. The 
discussion of income taxes centers largely 
around administrative problems. The author 
notes with approval the growing uniformity of 
state income-tax laws in Australia and feels 
that both interstate and federal-state frictions 
have been ended. “Thus, by persistent effort 
and concurrent action, Australia has reached 
a solution of the problem which still exists in 
such an aggravated form in America” (p. 40). 
It is disappointing, in view of this conclusion, 
to find no mention of the suspension of state in- 
come taxation for the duration of the war. 

The chapters dealing with the land taxes of 
the two countries are the most interesting to the 
reviewer. The author points out that the New 
Zealand land-value tax, which paralleled Henry 
George’s single tax in many important respects, 
was first imposed in 1878 and preceded by @ 
year the publication of Progress and Poverty. 
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He concludes that the progressive land tax, 
which has been in effect since 1891, except for a 
short interval, has had no important effect in 
breaking up large estates. However, the more 
effective administration that followed on the 
1907 revision of the law, and the increased 
rates in 1917, apparently brought some sub- 
division. The danger that such a tax might re- 
duce sheep ranches to an uneconomically small 
size is noted (pp. 142-44). 

The chapter dealing with local rating prac- 
tices in New Zealand describes administrative 
practices in some detail, and should be of par- 
ticular interest to those concerned with the 
relative merits of taxes on rentals and taxes on 
capital values. 

In view of the fact that the material has 
been presented country by country and tax 
by tax, a final chapter summarizing and evalu- 
ating the two systems and the various taxes 
seems to be called for. This is lacking, and 
occasional cross-references do not fully meet 
the need. The author has relied largely on 
official reports and on interviews with tax ad- 
ministrators for his information, and the em- 
phasis of the book is on administrative problems. 
Its principal contribution is probably in this 
field. The author inclines to the view that ad- 
ministration on the whole has been of a high 
order. He cites, in particular, the effective 
assessment of unimproved land in both coun- 
tries, which he credits in large part to centralized 
assessment. 

MABEL NEWCOMER 


Vassar College 


Consumer Instalment Credit and Economic 
Fluctuations. By GoOTTFRIED HABERLER. 
(“Financial Research Program Studies in 
Consumer Instalment Financing,” No. 9.) 
New York: National Bureau of Economic 
Research, Inc., 1942. Pp. xix+239. $2.50. 
This study is the ninth in a series on con- 

sumer instalment financing undertaken by the 

National Bureau of Economic Research as a 

part of a program of financial research. The 

consumer credit studied is so defined as to ex- 
clude that represented by retai] charge accounts 
and real estate mortgages and to include that 
resulting from instalment selling and from cash 
loans repayable periodically in fixed amounts. 

The two types of credit included are much 

more successfully treated as a homogeneous 


product when analyzing conditions of supply 
than when analyzing conditions of demand—a 
fact the author recognizes. Commodity instal- 
ment credit is used almost entirely for the pur- 
chase of durable goods. The disposition of the 
advances made by cash-lenders is not known 
with any exactness. A part is used for such pur- 
poses as medical care, journeys, and weddings; 
a part, for regularly recurring household ex- 
penses; and a part, for the payment of old 
debts. On the basis of borrowers’ specific state- 
ments as to the intended disposition of the 
funds, the minimum proportion going for dur- 
able consumers’ goods during the period of the 
study was slightly over one-tenth. So pre- 
ponderant is commodity credit in the total 
volume of instalment credit that Mr. Haberler 
estimates that from 70 to 80 per cent of all such 
credit hes been going for durable goods. Cash 
loans, however, are the growing type of con- 
sumer instalment credit, increasing from about 
one-fifth of the total volume of such credit out- 
standing at the end of 1929 to two-fifths of the 
year-end total in 1940. Mr. Haberler does not 
state whether he thinks the proportion used for 
the purchase of durable goods has been rising 
or will rise in the future. If it does so rise, and the 
cash loan becomes a more important part of con- 
sumer instalment credit, Mr. Haberler’s analy- 
sis will have extended usefulness, since it pro- 
ceeds on the assumption that the desire for 
durable goods is the basis of the demand for 
instalment credit. 

Since the effect of instalment credit upon 
economic activity is by way of its effect upon 
aggregate expenditures, Mr. Haberler’s study 
becomes an inquiry into the effect of the ex- 
pansion or contraction of such credit upon the 
volume of expenditures. But, he argues, the 
only question is its effect upon total consumer 
expendituies, since, at least under the monetary 
and banking conditions of the last few years, ex- 
pansion of consumer credit does not mean con- 
traction of producer credit. Any change in total 
consumer expenditures means change in ag- 
gregate expenditures in the same direction. By 
“consumer expenditures” during a period, Mr. 
Haberler means disbursements of purchasing 
power for consumptive purposes, whether the 
things purchased are “durable”—that is, avail- 
able for use at the end of the period—or not. 
The consumer dissaves if he lowers his net worth 
(increases liabilities or decreases assets); he 
saves if he raises his net worth (decreases liabil- 
ities or increases assets). Durable consumers’ 
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goods, however, are not considered assets in 
calculations of net worth. There is an interesting 
discussion of terminology in an appendix. Mr. 
Haberler puts up a good argument for his 
usage of terms for the purpose of this study. 
Surely, however, the use of the word “consume” 
synonymously with “expend” is unnecessary 
and needlessly confusing. Value of things pur- 
chased during a period is not the same as value 
of things consumed. But, by spending or buy- 
ing, he argues, one declares an intent to con- 
sume; therefore, one may say that buying or 
spending is consuming. As might be expected, 
the author himself, at least in one place in his 
text (p. 107), needs to distinguish between 
buying and what he there calls “actual con- 
sumption”—the enjoyment of the services of a 
durable good. 

Mr. Haberler differentiates between the pos- 
sible effects of the long-run growth of instal- 
ment credit and its short-run (cyclical) fluctua- 
tions. The former, he says, was due to the 
appearance on the market of automobiles, 
electrical equipment, and the like, with their 
peculiar problem of family finance, and to the 
growth of suitable lending and financing ma- 
chinery. He might have added that instalment 
credit, as a way of acquiring the new pos- 
sessions, was publicized and promoted by the 
advertising arts, which rose to new levels of 
achievement during the same period. The 
cyclical fluctuations in instalment credit, shown 
by Mr. Haberler’s measures to parallel closely 
the movement of general business activity, are, 
he concludes, the result—not the cause—of the 
latter. The supply of instalment credit is, it 
appears, extremely elastic, following changes in 
demand with little or no change in terms. De- 
mand, upon the other hand, is highly responsive 
to income changes, rising as income rises and 
falling with its decrease. Price elasticity of de- 
mand is a pure abstraction, since, especially 
in the case of commodity credit, the cost of the 
credit offered has generally been obscure and 
the attention of the buyer focused on other 
matters, such as the size of the down payment. 

The effect of instalment credit upon con- 
sumer expenditures is arrived at by asking what 
consumers would do if this method of acquiring 
durable goods did not exist. Would they save 
first for this purpose, and then buy? Would they 
dispose of salable assets previously acquired in 
order to buy? Mr. Haberler argues that neither 
would be characteristic behavior. ““The major- 
ity of consumers would not make the . . . . pur- 


chases but would spend on daily consumption 
items the amounts needed for instalment pay- 
ments.” Therefore, he concludes, net credit 
change “measures the direct contribution of 
instalment credit not only to consumer ex- 
penditure, but also to aggregate expenditure.” 
Savings, he believes, are somewhat lessened 
during the period of repayment of instalment 
debt, thus augmenting the effect of such credit 
upon consumer expenditures, while purchases 
of durable goods that would have been made 
without credit lessen it. 

The conclusion is, therefore, that the ex- 
pansion of consumer instalment credit has a 
stimulating effect upon business activity. The 
implications that follow with respect to eco- 
nomic stability, output, and employment will 
depend, Mr. Haberler points out, upon the 
analyst’s diagnosis of the situation during the 
period of credit expansion or contraction and 
his general cycle theory. The cyclical fluctu- 
ations in instalment credit, although the result— 
not the cause—of the business cycle, have an 
intensifying or amplifying effect, inflating ex- 
penditures during the upswing and deflating 
them during the downswing. 

Even a partial summary of the problems in- 
volved in Mr. Haberler’s inquiry must suggest 
the analytical skill required to isolate them, 
indicate the issues involved, and follow through 
to a conclusion. He could summon to his aid 
relatively little in the way of factual evidence, 
aside from the monthly series, 1929-40, cover- 
ing new credits, volume outstanding, and net 
credit change. Several pages, supplemented by a 
mathematical appendix, are devoted to demon- 
strating that net credit change best indicates 
when, and the degree to which, instalment credit 
is a stimulating or depressing factor. 

Mr. Haberler’s task was not only to demon- 
strate what would follow if certain assumptions 
were made concerning consumers’ behavior and 
other matters but to indicate what this be- 
havior is likely to be. In spite of a summary at 
the beginning of the volume, and from place to 
place throughout, it is not easy to make sure 
of all his conclusions on the latter point. What 
is indicated to be barely possible on one page 
may seem to be considered probable on another, 
or an amount treated as of little consequence at 
one point in the discussion may be made to 
appear more important at another. Even the re- 
lation between the consumers’ difficulties in 
acquiring durable goods and the subject of in- 
vestigation is not made as unmistakably clear 
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as the reviewer would desire. The increase in 
total consumers’ expenditures was presumably 
a credit phenomenon—the demand for credit 
arising from the desire for durable goods. There 
is a question also whether the consequences of 
the shift in relative demand for consumers’ 
goods attributable to instalment credit were 
sufficiently explored. Do they properly and 
entirely fall in the category of indirect effects 
which the author did not purport to consider? 


Hazet Kyrx 
University of Chicago 


The Economic Effects of Advertising. By NEIL 
H. BorpEen. Chicago: Richard D. Irwin, 
Inc., 1942. Pp. xl+-988. $5.00. 


The extant literature on advertising seems 
to be essentially of two quite distinct types. On 
the one hand, we have a vast literature on ad- 
vertising as a marketing device for increasing 
the money profits of business enterprises. The 
different branches of the subject from this point 
of view have been elaborately, if not ex- 
haustively, dealt with in a host of publications. 
On the other hand, in the professional economic 
journals, there have been occasional articles on 
advertising as a problem in partial equilibrium 
theory appraising, in theoretical terms, the 
effect of advertising, under various assump- 
tions, upon product price and the distribution of 
output between firms. Unfortunately, to make 
the problem tractable, such theoretical analyses 
have had to use assumptions so unrealistic that 
the results achieved have had little, if any, 
relevance to tne problems of the real world. 

In the volume here under review, Professor 
Borden is not immediately interested either in 
neat problems in partial equilibrium theory or in 
how the particular firm can sell more goods. 
Rather his concern is the effect of advertising 
upon national income and the general social 
welfare. More specifically, he considers the 
effects of advertising upon demand, cost, and 
price; upon consumer choices available and se- 
lections made; upon investment and national 
income and cyclical fluctuations. There is also 
a section dealing with the ethical problems of 
advertising. 

It would be comforting to know that the 
nearly 1,000 pages that comprise the volume 
provided definitive answers to the questions 
raised. The fact is, however, as the author freely 


admits, that the evidence was often so conflict- 
ing or incomplete that clear-cut generalized 
conclusions on most important points could not 
be drawn. He finds that advertising can ac- 
celerate a rising demand trend (e.g., cigarettes) 
but is not powerful enough to halt a falling 
trend (e.g., cigars). And the individual firm 
has to have the “right” combination of cir- 
cumstances before it can use advertising effec- 
tively (chap. xvi). The author feels that no 
conclusion can be drawn concerning the effect 
of advertising upon production and distribution 
costs. It may have lowered the former in some 
instances, yet it almost certainly increased the 
latter in others. The reviewer felt, however, 
that the evidence adduced on both points war- 
ranted a firmer disclaimer than any he found of 
the often extravagant claims of advertising en- 
thusiasts. Professor Borden seems to feel that 
advertising has undoubtedly decreased price 
competition and increased price rigidity, not- 
withstanding changing economic conditions. Yet 
“advertising in itself apparently has little to do 
with the pricing practices followed” (p. 863). 

The author seems to feel that the strongest 
arguments in support of advertising in an enter- 
prise economy lie in two directions. First, by 
greatly increasing the range of consumer choice, 
advertising increases real satisfactions. But, 
without firmer conclusions on the costs of prod- 
uct differentiation and of the advertising by 
which differentiation can be exploited, the re- 
viewer regards this argument as of dubious 
strength. The other argument is that advertis- 
ing increases real investment by stimulating 
new wants and by assuring businessmen that 
through its use new inventions can be exploited 
quickly enough to make the necessary invest- 
ments worth undertaking. Moreover, the author 
is of the opinion that advertising is itself a 
fairly significant factor in stimulating tech- 
nological improvements in products and pro- 
duction methods and hence in augmenting the 
volume of investment. On these points the re- 
viewer felt that the author was more in the 
position of reaffirming his faith in the effective- 
ness of advertising than basing his case upon 
the evidence adduced in the earlier chapters on 
the same topic. But this may be unfair, since 
concrete data on the relationship between ad- 
vertising and investment outlays are doubtless 
nonexistent. 

All things considered, The Economic Effects 
of Advertising is probably the best volume on 
the subject that has yet appeared. Asa reference 
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volume it will doubtless be widely used. It does 
not, as already indicated, yield definitive con- 
clusions on the major issues with respect to ad- 
vertising in a capitalistic economy. And this is 
true both as to the evidence marshaled and the 
arguments presented. Without meaning to be 
presumptuous, the reviewer would now like to 
see Professor Borden write a much shorter book 
on the same subject with a sharper and more 
carefully reasoned argumentation. For the re- 
viewer felt that many of the best things Pro- 
fessor Borden had to say were unnecessarily ob- 
scured by wordiness and long digressions into 
factual material of not obvious pertinence. 


NorMAN S. BUCHANAN 


University of California 


The American Carpet Manufacture: A History 
and an Analysis. By ArtHuR H. CoLe and 
Harotp F. Wriuramson. (“Harvard Eco- 
nomic Studies,” Vol. LXX.) Cambridge: 
Harvard University Press, 1941. Pp. xiv+ 
281. $3.50. 

This specialized study is approached from 
many angles and should appeal to students in a 
variety of fields. A chapter—or at least a section 
of one—is devoted to each of the following as- 
pects of the carpet industry: the rise of the 
factory system, the chief technical improve- 
ments and inventions, the combination move- 
ment, the shape and impact of business cycles 
since the 1890’s, the history of labor, reasons 
for location, marketing methods, and an 
attempted analysis of whether it is essentially 
competitive, monopolistic, or characterized by 
imperfect competition. A total of 26 tables, 10 
charts and diagrams, 7 illustrations, a modest 
Appendix containing tables of different types 
of carpet production, a brief Bibliography and, 
of course, an Index complete the book. 

In medieval times the well-to-do covered 
their floors with straw or reeds: in early Colonial 
days people sanded or scoured their floors. Two 
centuries ago persons who had some covering 
for their floors were proud of it, although usually 
it was but a rag rug or two. After the Revolu- 
tion the growing popularity of carpets was com- 
mented upon by foreign travelers. To our 
Quakers, carpets were ostentatious. Said one: 
“It is better to clothe the poor than to clothe 
the earth” (p. 5). By the 1830’s carpets were 
coming inte common use in cities. They now had 


another use, to cover the imperfections of poor 
flooring. Half a century later carpets had 
reached their height of popularity, and im- 
provements in hardwood flooring were pro- 
ducing some changes in style. Rugs were be- 
coming more popular. 

The carpet industry arrived at the factory 
system by those evolutionary stages which 
Blanche Hazard so neatly laid out in her study 
of the shoe industry a generation ago. At first, 
carpets were made at home; then they were 
made by specialists, who did work on order; 
and, next, the “putting out” system appeared. 
This third stage appeared early and lasted late in 
Philadelphia, which has always been prominent 
in carpet-making. By the 1830’s the factory was 
dominant; but America had, as yet, contributed 
few ideas to the industry. Our most skilful 
workers were Scotch immigrants. A tariff gave 
the young industry some protection. At this 
point appeared Erastus B. Bigelow, a remark- 
able young man of no particular background 
who just liked to invent and somehow chose the 
carpet industry upon which to exercise his in- 
genuity. From that time forth, carpet-making 
progressed rapidly. Yet, because Bigelow held 
his patents closely and tried to profit by them, 
the American industry did not gain as much 
from his efficient and complicated looms as 
might have been expected (p. 89). Foreign 
competition continued, and we did not build up 
a foreign market for our carpets. Toward the 
end of the nineteenth century the small factories 
began to die out or combine, especially outside 
Philadelphia. Today the non-Philadelphia fac- 
tories are, on the average, the bigger and more 
efficient. Philadelphia declined in importance 
because her industrialists clung to the ingrain 
and Venetian style carpet when the rest of the 
country was demanding Axminsters, Brussels 
carpets, Wiltons, etc. No trust has appeared in 
the carpet industry—one was discussed in the 
1890’s but did not materialize—but in recent 
years prices have not varied greatly and there 
does seem to be a tendency to follow the lead of 
the big companies. 

Unions appeared in the carpet industry at an 
early date because the most skilled workers 
came from abroad and brought along their labor 
attitudes and bargaining methods. There were 
moderately strong carpet unions in the Knights 
of Labor. Both at first and again in recent years, 
most of the workers have been men—much of 
the work is strenuous. Union strength in Phila- 
delphia is said to be another factor in that city’s 





see OSS ES 


on 


OC — aw 


—wrevrlUhwhwrhlU hOwrlCUC OrlC WTCOhUC rrmhCUC rTrUhUC rWCrmhUC CUCU SHETCUC TCUC WUC OWCOrUhUCOUC—~™CWLlCrrh”L 


BOOK REVIEWS gI 


decline in carpet-making (pp. 154 and 191). 
From 1890 to 1937 real wages in the carpet in- 
dustry as a whole have risen about 40 per cent. 

My only adverse comment is a query. In a 
so-called “economic study,” is it necessary to 
describe the intricacies of carpet-weaving ma- 
chines in such extreme detail? There is page 
after page of description like the following 
(describing an improvement in the Axminster 
loom in the 1870’s) which I have chosen at 
random: 


A comb automatically came up from below these 
warp threads, pushing the ends of this pendant 
fringe into an upright position perpendicular to the 
body of the goods, while at the same time a row of 
filling was inserted above this row of woolen yarns 
by a long needle which shot out from the left of the 
loom carrying the jute filling yarn in its eye [p. 73). 


Of course, this may be valuable to a few his- 
torians of textile engineering, but to most of 
the rest of us it is meaningless and tedious, es- 
pecially in large doses. In all other respects the 
authors have done a well-balanced as well as a 
careful piece of research. 


Donatp L. KEMMERER 
University of Illinois 


Economic History of the American People. By 
Ernest L. BoGart and Donatp L. Kem- 
MEREX. (A revision of Ernest L. Bogart’s 
Economic History of the American People.) 
New York: Longmans, Green & Co., 1942. 
Pp. x+909. $3.75. 

This edition of Professor Bogart’s well-known 
textbook introduces Dr. Donald L. Kemmerer 
as joint author. The first half of the book is 
essentially unaltered; the last half, dealing with 
the period since the Civil War, has been sharply 
revised and given a fresher and more penetrat- 
ing treatment. Particularly noteworthy is the 
effort, made in the revised sections, to “explain 
pertinent economic principles and to make 
greater use of them in relating our economic 
history.” After all, that is the only real justi- 
fication for special history textbooks of this 
kind. 

The first half of the book, as in all the earlier 
editions, is well organized and thoroughly 
teachable. It is adequate but not particularly 
stimulating or suggestive. Some sections could 
be improved by the incorporation of materials 
from more recent monographs by such scholars 


as Nettles, Jensen, Atherton, and others. The 
westward movement in the South needs to be 
brought into the same pattern as that in the 
North, and the economic forces at work in both 
sections to produce the Civil War made clearer. 
But the facts are there; and, since no dogmatic 
interpretations are imposed on the reader, the 
teacher can use the materials much as he pleases. 

The second half of the book picks up notice- 
ably in both style and penetration. The organi- 
zation of materials is orthodox; but the effort 
to integrate and to suggest the problems created 
by financial and industrial consolidation and 
the attempt to combine theoretical discussion 
with narrative give new character to the work. 
These efforts could be carried even further with 
real profit. Along these lines the book gains de- 
cidedly by the new treatment of capital, the 
addition of materials on the standard of living, 
and the greater space allotted to the growth of 
trusts and other combinations. It would gain 
more if the same type of criticism offered to 
recent agricultural and business policies were 
also applied to the period when Big Business 
was in the making. 

The maps and charts are still good, and the 
bibliographies are satisfactory for the period 
since 1860 but are in need of some additions for 
the period before that date. 

AVERY CRAVEN 
University of Chicago 


Towards an Abiding Peace. By R. M. MAcIvER. 
New York: Macmillan Co., 1943. Pp. vi+ 
195. $2.50. 

This book is noble in purpose and rich in 
erudition. It continues the liberal tradition in 
international affairs, of which Richard Cobden 
and Woodrow Wilson were the most influential 
spokesmen and of which the best-known repre- 
sentative today is probably Norman Angell. 
For this tradition, and hence also for Professor 
Maclver, power politics is the devil in the piece. 
Power politics must be replaced by reason and 
law. The people are peace-loving but ignorant 
and prejudiced. They must be made to see their 
true interests, which lie in the preservation of 
peace. Man must pay the psychological price 
for renouncing the urge for power on the inter- 
national scene. National sovereignty is no 
longer compatible with the actual conditions of 
international life and must be destroyed. True 
international law, supported by the authority of 
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an international police force, will make national 
armaments obsolete and war impossible. 

It is in the light of these postulates of an en- 
lightened rationality that the distinguished 
author deals with the concrete problems of the 
treatment of a defeated Germany (“Do to 
others as you would have others do to you”’ is 
the principle to be applied), of the territorial 
and economic terms of peace, of international 
organization, of democracy in the new world 
order, and of the role which the United States 
will have to play. 

There are a good many statements to which 
one must wholeheartedly subscribe. 


For an enduring peace is not possible unless in 
the making of it we surmount the passions and the 
obsessions that perpetuate the condition of war 
[p. 12]. 

The mentality of warmaking is the precise oppo- 
site of the mentality of peacemaking. War is division, 
peace is the healing of division [p. 16]. 

If you want an abiding peace you must put the 
welfare of the whole above the immediate advantage 
of the part [p. 10]. 

We cannot recover the past. If we do not achieve 
something better than its best we shall suffer some- 
thing yet worse than its worst. The shadows of 
world-ranging wings fall upon the peoples. They 
herald fathomless terror and unlimited destruction, 
unless the dove of peace flies with them. Anyone 
who ridicules the sincere attempt to build an inter- 
national order is far more profoundly fool than 
knave [p. 30]. 

Our passions are things of the day, but law stands 
inexorable, and not least the law of human nature 


[p. 47]. 


There are also many statements with which 
many will disagree, especially those who are 
convinced that the liberal who, contemptuous 
of power politics, endeavors to exorcise social 
evils by invoking reason, law, and ethics, will at 
best remain ineffective in the political sphere 
and at worst fall victim to those evil forces 
which he may understand but which he is 
unable to meet on their own ground. For this 
dissenting school of thought the antithesis is 
not between power politics, on the one hand, 
and reason, law, and ethics, on the other, but 
between power politics for evil and power 
politics for desirable objectives. 

Those, however, who adhere to the creed 
which Professor MaclIver so eloquently and 
earnestly expounds will find in these pages new 
arguments and renewed strength. Heretics, 


among whom this reviewer wishes to be counted, 
must respectfully but emphatically disagree. 


Hans J. MorGENTHAU 
University of Chicago 


Our Age of Unreason. By FRANZ ALEXANDER. 
Philadelphia: J. B. Lippincott Co., 1942. 
Pp. 371. $3.00. 

The book is an attempt to interpret “‘our age 
of unreason,” with its wars, totalitarianism, 
criminality, neuroses, and democracy, from the 
standpoint of a diluted Freudian psychoanaly- 
sis. Its first part tries to trace the passage from 
the age of reason to that of unreason. Its 
second part gives a brief compendium of psycho- 
analytical credo. Its third—and main—part en- 
deavors to interpret totalitarianism, democracy, 
and war ia the light of this dogma. Here and 
there it has excellent passages describing the 
futile stress of contemporary life (especially pp. 
307 ff.) and a few other phenomena. Here and 
there it gives a sound insight into the problem. 
Taken as a whole, however, it fails in its main 
objective in two ways. In spite of all the exag- 
gerated claims for the allegedly enormous con- 
tributions of Freudianism to an understanding 
of psychosocial phenomena, the author makes 
very little use of its main concepts when he 
actually analyzes totalitarianism, war, de- 
mocracy, and other social phenomena. In all 
such analyses he is forced to operate with forces, 
conditions, and concepts (like that of cultural 
lag) which are very different from all the Freud- 
ian “regressions,” “fixations,” “libido,” and so 
on. This shows clearly the inadequacy and im- 
potency of the orthodox psychoanalytical tools 
to explain the hows and whys of sociocultural 
organization and change. This is not surpris- 
ing: if the psychoanalysts profess that their 
subconscious forces are constant, these con- 
stants cannot explain why sociocultural life is 
incessantly changing; why we have now war, 
now peace; now democracy, now totalitarian- 
ism; and so on. If these forces are not constant, 
then a psychoanalyst loses his ground and has 
to explain how and why these nonconstant 
forces fluctuate. Like several other works of the 
neopsychoanalysts, the book is very instructive 
in this respect. 

Aside from psychoanalysis, the book adds 
hardly anything new or important in the un- 
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raveling of the how and why of war and peace, 
democracy and totalitarianism, crime and other 
phenomena discussed. The respective analyses 
are too sketchy and the generalizations are too 
devoid of factual inductive corroborations to 
make a real contribution to these fields. These 
shortcomings are aggravated by a series of ex- 
aggerated claims for Freudian discoveries and 
by a patchy knowledge of the literature of many 
subjects which the work treats. If we have to 
believe the author, before Freud mankind evi- 
dently did not know anything about the sub- 
conscious, the role of emotions in man’s be- 
havior and social life, the bases of social co- 
hesion, the similarity of the relationship be- 
tween father and son to that of the ruler and 
followers (poor Confucius!), leadership, re- 
ligion, and so on. Likewise there was seemingly 
no real knowledge of personality and human 
society—“‘a field which until forty years ago 
had been covered only by abstract and lifeless 
generalizations.” One must know next to noth- 
ing of the history of sociological and psycho- 
logical thought to believe such claims. Similarly, 
if we have to trust the author, “a dynamic 
sociology in the making” evidently began only 
yesterday with Kurt Lewin’s experimental ap- 
proach to the study of social phenomena (why 
did not Dr. Alexander consult at least Murphy 
and Murphy’s Experimental Social Psychology?) ; 
child studies seem to have emerged only with the 
Healy-Adler researches; a real anthropological 
investigation of personality apparently began 
only with the publications of Margaret Mead, 
Dollard, and a few others; the case-history 
method seems to have been discovered only a 
few years ago; and so on and so forth. 

Thus the real Columbuses are forgotten and 
some of the tourists that recently crossed the 
Atlantic are made Columbuses. Even among 
the recent investigators of these phenomena 
most of the outstanding contributors are not 
mentioned at all. In terms of psychoanalysis, 
such a procedure looks to me like one of the 
conspicuous examples of “regression” in the 
field of scientific activity. 

Prrmrim A. SOROKIN 


Harvard University 


Monetary and Banking Theories of Jacksonian 
Democracy. By StstER M. Grace MApeE- 


LEINE. (Ph.D. dissertation in Economics, 


University of Pennsylvania.) Philadelphia: 
Dolphin Press, 1943. Pp. xi+186. $2.50. 


This is a very good little book which covers 
more ground than the title suggests. It con- 
tains, in fact, an excellent brief history of com- 
mercial and central banking in the United 
States from 1781 to the middle of the nineteenth 
century, and an account of the theoretical and 
political considerations that led to the estab- 
lishment of the subtreasury system, as well as & 
discussion of banking theory through the first 
half of the century. In the latter connection 
a considerable amount of attention is given, as 
one might expect from the title, to the opinions 
of political leaders, although the views of other 
men are by no means ignored. The work is plain- 
ly the result of a good deal of careful research. 
The author has managed her material with 
judgment and insight. Nevertheless, and even 
though her conclusions are usually sound, she 
shows too much faith, in the opinion of the re- 
viewer, in some of the traditional concepts of 
banking theory. There are approving references 
to “self-liquidating” loans (pp. 30, 66), to the 
“liquidity theory of bank management” (p. x), 
and to commercial loans as a safeguard against 
inflation (p. 157), which the reviewer would wish 
had been omitted. 

Why should the prosperity of a boom be 
called “specious” or “false” (pp. 82-83)? Note 
issues under the Suffolk system of redemption 
are called “thoroughly sound” (p. 147). A better 
appraisal is that by Amasa Walker, who as- 
serted, in 1857, that the Suffolk system “is, in 
short, a good regulator of a bad system.” The 
author views adversely Biddle’s desire to post- 
pone resumption of specie payments after the 
suspension of 1837 (pp. 96-102). It is not neces- 
sary to defend the banks prior to 1837, or 
Biddle’s motives or his raanagement of the 
Second Bank, to be doubtful about the de- 
sirability of deflation as a means of returning 
to specie payments. Adam Smith is given 
more credit than he deserves when it is said 
that he explained the mechanism by means of 
which international equilibrium is restored after 
an expansion of a (convertible) currency by the 
banks of a given country (p. 140). 

However, these matters to which the re- 
viewer takes exception are merely the minor 
shortcomings of an excellent work. 


Lioyp W. Mints 
University of Chicago 
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The Functions of the Commercial Banking Sys- 
tem. By J. Brooke Wiiuis. New York: 
King’s Crown Press, 1943. Pp. xii+225. 
$3.00. 

Mr. Willis has complete confidence in the 
old and fallacious doctrine that the banks can 
do no wrong if only they restrict their discounts 
to “self-liquidating” loans. This point of view 
is to be expected in any work on banking that 
emanates from the school of business of Colum- 
bia University. 

We are told, rightly enough, that bank 
loans decline during depression; but, if I inter- 
pret Mr. Willis correctly, he looks upon this 
development as desirable (pp. 90, 146). He thus 
ignores, apparently, the fact that this contrac- 
tion of loans is cause, as well as consequence, 
of the decline in output and employment. It 
is also contended that the banks would be 
“passive,” in so far as prices and the relation 
between savings and investment are concerned, 
if they furnished only working capital to busi- 
ness (pp. 90, 92, 97); and Mr. Willis objects to 
what he claims is the position of the “monetary” 
(as opposed to “credit”) theorists, namely, 
that the banks should be required to assume 
an “active” part in maintaining equilibrium 
(p. 91). It is not quite clear what he means by 
“active”; but, be that as it may, if the banks 
were left in control of the money supply, 
granting that they made only “self-liquidating” 
loans, they could not be made more disastrously 
active agents for promoti ctuations in the 
price level and employment. It is anomalous 
to refers as Mr. Willis does, to “excessive” 
competition in an economy founded on com- 
petitive enterprise (p. 149). The hoary fallacy 
is resuscitated that the banks, by “econo- 
mizing” reserves, place funds in “productive 
use” (p. 29). 

The author, of course, looks with misgiv- 
ing upon the recent trend away from short- 
term loans (pp. 98-142). To the reviewer this 
appears as a fortunate development, since it 
reduces the volume of maturities within any 
given period of time and thus restricts the 
power of the banks to impose deflation upon 
the country. 

Lioyp W. Mints 


University of Chicago 


The Tragedy of European Labor, 1918-19309. 
By Apo.r StuRMTHAL. New York: Colum- 


bia University Press, 1943. Pp. xii+380. 

$3.75. 

This book tells briefly and clearly the story 
of the decline and fall of European labor during 
the inter-war period of the nineteen twenties and 
thirties. It is also the story of the decay of 
democracy and the rise of fascism on the Con- 
tinent. The author, as a citizen of Austria, was 
in close contact with the labor movement in the 
countries about which he writes. His account 
has the immediacy of firsthand contact and the 
freshness of original observation. 

Dr. Sturmthal finds the explanation of the 
breakdown of European democracy in “its 
failure to integrate the social groups with their 
conflicting interests into a functioning industrial 
society.”’ This failure he attributes in large 
part to the inability of the labor movement to 
cast off the role of a pressure-group minority 
and assume the responsibilities of political 
leadership. In the pre-war European democra- 
cies labor had accommodated its program and 
tactics to fit the purposes of a minority “lass 
party directed toward the achievement of cer- 
tain narrow and specific objectives. It had not 
prepared its leaders or its rank and file to think 
in terms of the whole society of which its own 
group was a part. When suddenly faced with 
the task of steering a nation through periods of 
economic crisis, socialist governments could give 
no clear line of leadership. They were equally 
unprepared for revolution or for vigorous par- 
liamentary action. The moderate socialists who 
took office in Germany, Austria, France, and 
Spain undertook the difficult task of trying to 
maintain solidarity among warring labor groups, 
on the one hand, while on the other they sought 
liaison with the progressive elements in the 
middle class. The result was that each faction 
checkmated the others and democratic pro- 
cesses were brought to a stalemate. Had the 
various groups been able to co-operate success- 
fully, or had any one faction been able to defeat 
the others, the stalemate which prevented the 
development of a constructive policy would 
have been broken and new life and freedom 
would have been given to democracy. Britain 
and Sweden alone escaped the fatal deadlock; 
the one because of the strength of the Conserva- 
tive party and the other because of the success 
of the Social Democrats in gaining the support 
of middle-class elements. The political un- 
balance in the other countries opened the door 
to fascism. The Fascists won because they put 
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an end to the futile vacillations of disunited 
and uncertain democratic factions. 

This, in brief, is Dr. Sturmthal’s thesis in 
The Tragedy of European Labor. The author is, 
perhaps, too prone to blame the persons and 
governments which happened to be in power for 
the failure of social democracy first to prevent 
and later to thwart the rise of fascism. Look- 
ing back, it is easier to dwell on errors of judg- 
ment than to appreciate fully the contemporary 
milieu in which decisions were taken. The dis- 
locations of the economic and political life of 
Europe in the post-war decades put a tre- 
mendous strain upon democratic institutions, 
which called for a profound reorientation of 
thought and action. Social democrats were 
faced with the dual task of advancing socialistic 
programs and protecting democratic traditions. 
Fear ofthe revolutionary radicals dictated policy 
more often than distrust of middle-class col- 
laborators. Statesmen of vision, such as Otto 
Bauer, to whom the book is dedicated, could 
foresee the trend of affairs, but, as political 
leaders charged with the task of carrying on a 
government, their policies were doomed to com- 
promise or defeat. 

The conclusion which Dr. Sturmthal reaches, 
however, is neither defeatist nor revolutionary. 
Labor leaders, he hopes, may learn from the 
tragedy of the past decades that the alternative 
to an impasse such as European labor ex- 
perienced is 
real and responsible political action by labor 
In other words, labor must either submit to the 
necessities of the existing social order or transform 
it by taking the initiative for constructive action. 
.... The price for the neglect of political thinking 
and political action, once labor has grown to full 
strength, is fascism. 

HELEN FISHER HOHMAN 


Northwestern University 


The World of the Four Freedoms. By SUMNER 
WELLEs. New York: Columbia University 
Press, 1943. Pp. x+121. $1.75. 

In these addresses, some of them given before 

Pan-American conferences, the former Under- 


secretary of State discloses himself as a liberal 
in the Wilsonian tradition. He repeatedly sub- 
scribes to Wilson’s ideal of “‘a universal do- 
minion of right by such a concert of free peoples 
as shall bring peace and safety to all nations and 
make the world itself at last free” (p. 53). His 
theme is the need that the United States assume 
responsibilities commensurate with its power 
in world affairs. He supports it by analysis of 
existing conditions in international economics, 
communications, and politics, and by recalling 
the historic consequences of American repudi- 
ation of such responsibilities in 1919. Three 
weeks before Pearl Harbor he said: 


The tides are running fast—our people realize 
that at any moment war may be forced upon us. 
.... The heart-searching question which every 
American citizen must ask himself on this day of 
commemoration [for President Wilson] is whether 
the world in which we have to live would have come 
te this desperate pass had the United States been 
willing in those years which followed 1919 to play 
its full part in striving to bring about a new world 
order based on justice and on “a steadfast concert 
for peace’’ [p. 30, see also p. 68}. 


Mr. Welles believes that neutrality (p. 47) 
and imperialism (p. 75) are dead and that 
security requires the establishment of an inter- 
national police power (pp. 72, 119). He is a 
staunch supporter of inter-American solidarity, 
of the reduction of trade barriers, and of plan- 
ning for peace during the course of war (p. 88). 
His expositions mi Atlantic Charter and of 
the Four Freedoms are of historic importance 
(pp. 31, 71, 100). 

These addresses are the words of a diplomat, 
not of an economist or a political scientist, but 
they provide the elements of a coherent policy 
linking American ideals with a realistic compre- 
hension of world conditions. In the main, they 
point to objectives. Some of them, however, 
include practical proposals which Mr. Welles, 
on behalf of the United States government, 
made before inter-American conferences, thus 
indicating his realization of the kind of imple- 
mentation necessary to realize these objectives. 


QuINCY WRIGHT 
University of Chicago 
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